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DECISION NO.

15

)
)
>
)
)
)

IN THE MATTER OF THE DECOMMISSIONING >
OF THE ARIZONA PUBLIC SERVICE COMPANY'S )
PALO VERDE NIICLEAR GENERATING STATION. )

)
)

IN THE MATTER OF THE APPLICATION OF )
ARIZONA PIJBLIC SERVICE COMPANY FOR A )
HEARING TO nzrnnrauz THE FAIR VALUE )
OF THE COMPANY FOR RATEMAKING PURPOSES, )
TO FIX A JUST AND REASONABLE RATE OF )
RETURN THEREON, AND THEREAFTER I 'ro )
APPROVE RATE SCHEDULES DESIGNED TO )
DEVELOP SDCH RETURN. )

) OPINION AND ORDER

DATES OF HEARING:
16

17

18

November 17, 1988 (Public Comments),
December 5, 1988 (Discovery Motion),
January 9, 1989 (Public Comments) ,
January 12, 1989 (Procedural Motion),
January 20, 1989 (Prehearing Conference) ,
January 23, 24, 25, 26 ,  27, and 30, 1989 (Hearing)

1 9 PLACE OF HEARING:

2 0 PRESIDING OFFICER:

Phoenix , Arizona

Jerry L. Rudibaugh

2 1 IN ATTENDANCE:

22

Rent D. Jennings, Chairman
Marcia Weeks, Commissioner
Dale H. Morgan, Commissioner

2 3 APrEA8ANCES :

24

SHELL & UILMER, by Steven M.".Whee§ler ,and Thomas
L .  H u m a n ,  o n  b e h a l f  o f ' Ar izona .P4b._1 i .c  Serv ice
Company; A .

2 5

2 6

Janice M. Drbanic and Paul A. Bullis, Attorneys,
Legal Divis ion, on beha l f  o f  the  A r i zona  Corpo ra t ion .
Co mmiss io n  U t i l i t i e s  D i v i s i o n S t a f f ;

2 7

2 8
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0'CONNOR, CAVANAUGH, ANDERSDN, WESTOVER 9
KILLINGSWORTH a BESHEARS, by Paul J. Roshka, Jr.,
on behalf of Pinnacle West Shareholders Association;

Naval Facilities Engineering Command, by Norman J.
Furuta, Assistant Counsel, on behalf of the Federal
Executive Agencies; and,

Robert J. Meyers, Chief Counsel, on
Residential Utility Consumer Office.

behalf of the

on

On September 14,

the

3

4

5

6
BY THE cotm1ss1on=

7 August 3, 1988, the Presiding Officer issued a Procedural Order

8 initiating Docket No. 0-1345-88-180 whereby a hearing date of November 17, 1988

9 was set for reviewing Arizona Public Service Company's ("APS" or "Company")

10 Purchased Power and Fuel Adjustment Clause ("PPFAC") . 1988,

1 1 the Commission issued Decision No. 56133 in which the August 3, 1988 Procedural

12 Order was vacated. At the same time, the Commission consolidated Docket No.

13 0-1345-88-180 with Docket Nos. U--1345-86-062 and U-1345-85-367. Fur thee, the

14 Commission ordered that the consolidated hearing include consideration of

15 whether Operating Incen t i ve  P l an ("OIP") and/or PPFAC should be

16 eliminated. A September 20, 1988 Procedural Order set the consolidated hearing

17 to commence on January 5, 1989. Pursuant to a November 18, 1988 Procedural

18 Order, the hearing date was subsequently changed to January 23, 1989.

19 The Arizona Residential Uti l i ty Consumer Office ("RICO") , Pinnacle West

20 Shareholders Association ("Shareholders"), Federal Executive Agencies ("Federal

21 Agenc ies") , A r i zona Assoc i a t i on of A r i zona Energy users

22 Association, Ar izona Hotel and Motel Arizona Hospital

23 Association, Arizona Water Company, and Mr. Arnold Ginsberg requested and were

24 granted permission to intervene. The matter came before a duly authorized

25 Hearing Officer of the Commission at i ts offices in Phoenix, Arizona on January

26 23, 1989. APS, ROC0, Shareholders, Federal Agencies, and the Commission's
27

28

Industries,

Association, Inc,

-2_ Decision No .
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10
the Commission.

1 utilities Division Staff ("Staff") appeared through counsel. APS, RUCO, and

2 S t a f f presented test imony and e x h i b i t s . A t t h e  c o n c l u s i o n  o f  a  f u l l  p u b l i c

3 hearing, the matter was adjourned pending submission of a Recommended Opinion

4 and Order by the Presiding Officer to the Commission .

5 DISCUSSION

6 The Commission in Decision Nos. 49438 (October 25, 1978) and 49576

'7 (De c e mb e r  29 ,  1978 )  e s t a b l i s h e d  a  p r o c e d u re  whe re b y  e l e c t r i c  u t i l i t i e s subject

8 to its jurisdiction which had fuel and/or purchased power clauses and

9 procedures would thereafter be governed by the orders, rules and regulations of

In said order, "bank accounts" for fuel clause purposes

11 remained an integral par t of the fuel and/or purchased power clauses and

12 procedures of each utility and continued to be reported and to be adjusted in

13 accordance with subsequent Commission orders. The jurisdictional electric

14 utilities were also requested and required to comply with the reporting

15 methodology designed by the Staff and approved by the Commission. The PPFAC

16 was established to be a semi-automatic mechanism to increase/decrease fuel and

17 purchased power costs of a utility so that the rate of return established at a

18 ful l rate hearing was not increased/decreased due to changing fuel and

19 purchased power costs. Under the procedures established in the aforementioned

20 Decisions, Staff would audit the utilities' six-month projections to determine

21 whether an increase or decrease of one mill was needed to zero out the fuel

22 adjustor bank balance .
23

On July 24, 1986 , the Commission issued Decision No. 55118 whereby it was

24 determined that the PPFAC for APS should be reviewed on annual basis.

25 Additionally, the Commission reserved both the right to convene a PPFAC

26 proceeding if the one mill trigger was hit and the right to waive the annual

27 In accordance
28

an

hearing requirement if such a proceeding would be without merit .

with Decision No. 55118, the annual PPFAC hearing was scheduled to commence on

Decision No .
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The Commission in Decision No. 55118 (July 24, 1986) discussed

:Jo

1
November 17, 1988. Subsequently, the Commission issued Decision No. 56133 in

2
which it broadened the scope of the hearing to include consideration of whether

3
the OIP and/or PPFAC should be eliminated.

4
OPERATING INCENTIVE PLAN

5
In Decision No. 54247 (November 28, 1984) , the Commission authorized

6
"incentive" provisions for the operations of two of APS's base load stations,

7
Palo Verde I and Four Corners. The operating performance incentives were

8
linked to the PPFAC because the performance of Palo Verde I and Four Corners

9
would primarily benefit/harm ratepayers through lower/higher fuel and purchased

10
power costs.

11
possible changes to strengthen and expand the existing OIP. However, the

1 2
Com~ mission determined there was an "agreement" in Decision No. 54247 whereby

13
the plan was to remain intact for two years before significant changes would be

14
implemented. As a result, the Commission listed examples of changes that could

1 5
be made but none were actually implemented. In Decision No. 56133, September

16
15, 1988, the Com~ ~ission ordered that the DIP shall terminate effective

17
Dec Ber 31, 1988.

18
In the current proceeding,

19
Agencies recommended elimination of the OIP.

2 0
the OIP should be continued primarily because it protects ratepayers from poor

2 1
performance of expensive base load plants while providing incentives to APS to

2 2
improve performance.

23
We find the current OIP provided beneficial incentives during the

24
timeframe that Palo Verde I vas being activated. However, today the OIP has

25
numerous deficiencies such as the fact that only two of the base load units are

2 6
included. Further, the current OIP relies too heavily on the use of the

2 7

28

all of the par ties except for the Federal

The Federal Agencies argued that

•

equivalent availability factor for APS plants without consideration of whether

those plants are available during peak or off-peak usage. As a result, we find

-4- Decision No .
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12.

13 •

costs.

The costs recoverable under the PPFAC are largely, but not wholly,

14.

outside APS's control.

The total level of fuel and purchased power costs, as well as the

cost-per-Kvh continue to fluctuate significantly, albeit less than

15.

in some previous periods .

Fuel and purchased power costs comprise a more significant portion

of an electric utility's total operation and maintenance costs than

in prior periods, and thus, even a small change in fuel costs can

have a material effect upon the utility's earnings.

1 t h e  c u r r e n t  O I P  s h o u l d  e i t h e r  b e s ub s t a n t i a l l y  m od i f i e d  o r  t e rm in a t e d . Since

2 none of the par ties have recommended any specific modification, we will simply

3 reaffirm our Decision No. 56133 and terminate the OIP as of December 31, 1988.

4 CAN THE COMMISSION ABOLISH/SUBSIANTIALLY Anna THE PPFAC?

5 The Commission in Decision No. 55118 reexamined whether or not to abolish

6 or substantively amend APS's PPFAC. The Commission made some changes at that

7 time but determined it should remain largely intact. The following findings

8 were extracted from Decision No. 55118:

9 9. The PPFAC results in materially lower capital costs to APS.

10 10. The PPFAC provides the only reasonable mechanism whereby APS's

1 1 customers can fully realize the fuel savings expected from the
12

operation of Palo Verde....
13

The PPFAC is a widely-used regulatory tool which can avoid the

1 4 necessity of repeated general rate proceedings, and which can allow

15 for an intense and specialized review of fuel and purchased power
16

17

1 8

19

2 0

2 1

2 2

23

24

25

26

27

2 8

These issues were revisited in the current proceeding along with the

o

additional issue of whether or not the Commission could legally abolish or

substantially amend the PPFAC outside of a general rate case and without a

-5- Decision No.
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2

3

4

5

6

7

8
APS argued that under Scates v. Arizona Corporation Commission, 118 Ariz

9 531, 578 P.2d 612 (App. 1978) the Commission can not eliminate or materially

10 alter the PPFAC without a "f air value" determination since it 821 result in an

11 increase in rates to consumers. Staff argued that the Commission has wide

1 2 discretion in the institution and discontinuation of fuel adjustors and that

13 there is no law which prohibits the Commission from discontinuing the fuel

14 adjustor in this proceeding. Staff argued that as long as the present fuel

15 rate is set at or close to APS' projections then there will be no material

16 impact. Fur thee, Staff argued that even if there was a material impact, APS or

17 the Commission can institute proceedings for a rate increase/decrease,

18 respectively. Staff also indicated that the Commission does not have to wait

19 for APS to file a rate application as a basis for discontinuation of a PPFAC.

20 We know that if the PPFAC is done away with the rate of return of APS will

21 be affected. one only has to look at the cost to shareholders/customers that

22 would have resulted over the past ten years absent the PPFAC (See Schedule

23 WJP-3 of APS Exhibit No. 1) . In general, the cost differential between rate

24 cases has ranged on an annual basis from an under collection of $34,338,609 to

25 an overcollection of $29,285,201. Although the over and under collections

26 between the last two rate cases were approximately $100 million, we do not
27

28

1
contemporaneous finding of fair value rate base.

In Decision No. 54670 (August 22, 1985) the Commission stated:

At a full Tate case, the mechanism [PPFAC] can be fine
tuned and has been at previous APS full rate hearings.
However, the mechanism is then fixed until the next full
rate hearing. To attempt to now [in the context of a
PPFAC hearing] change a mechanism relied the
utility would be totally unfair and would result in all
Arizona utilities, with current PPFAC's in effect,
operating under tremendous uncertainty. (Emphasis
supplied.

upon by

believe those results are very representative because of the substantial change

in the Company's plants in service. We also know that the cost of capital for

-6- Decision No .
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1 APS will be affected, although none of the par ties were able to say with any

2 known precision the amount: of the affect. Staff and ROCO estimated that there

3 would be an increase in cost of equity/capital of approximately fifty basis

4 points. In addition, APS argued there would be a further increase in equity

5 costs due to increased earnings volatility. We believe these are not additive

6 costs but are actually the same costs. Hence, the best estimate we have is

'7 that there will be at least an increase in equity costs of fifty basis points

8 and an even higher increase in cost of capital which then would have to be

9 borne by ratepayers .
10

Clearly, a PPFAC can not be instituted outside of a rate case in which a

11 determination is made of a utility's f air value rate base and the Commission

12 considers the overall impact on the rate of return of the utility. We do not

1 3 find the opposite to be true, i.e., that a rate case i s needed to

14 abolish/materially alter a PPFAC. However, we do find that affected par ties do

15 need sufficient notice of any abolishment/material alteration in order to take

16 protective action such as filing of a rate case or implementation of a show

17 cause proceeding .
18

We conclude that we can abolish or substantially mend the PPFAC.

19 However, because of the affect on APS' cost of capital, we must provide the

20 Company with sufficient notice to pursue a rate case. APS was put on notice

21 by the Commission's September 14, 1988 Decision No. 56133 that the PPFAC was

22 being considered for possible elimination. Staff has recommended the PPFAC be

23 abolished as of December 31, 1988. That would have allowed the Company

24 approximately 100 days to file a rate case and have the Commission act upon it .

25 APS' last rate case took over 800 days from co encement to Commission order.

26 Hence, we must conclude that the earliest possible date that the Commission

27 could legally abolish/substantially amend APS' PPFAC would be December 31,

28 1989. Even that date would provide the Company with only about one-ha1f of the

-7- Decision No .

1 | 1  l I



u-1345-88-180
e t  a l .

time needed for i t s las t r a t e c a s e  and  doe s  no t

application.

include time to prepare the

SHOULD THE PPFAC BE ABOLISHED/SUBSTARTIALLY Anznnsnz

Having decided that the Commission could abolish/substantially amend the

PPFAC with sufficient notice to the Company, the next logical question is

whether or not to do so. Besides abolition or maintaining the status quo,

there were also discussions regarding a par rial pass through mechanism and

deferred fuel cost accounting.

Much of the concern about the existing PPFAC revolves around the Palo

Everyone agrees that nuclear plants result in high capital costs which are

somewhat offset by lower fuel costs. The worst case scenario for ratepayers

would be to pay for the high capital costs and to not have the offsetting lower

fuel costs because the nuclear plants were not in operation. This would be

especially true when the plant was not operational due to poor management by

the operating utility.

In general, the main arguments for keeping the PPFAC were:

(1)

(2)

(3)

Elimination can increase the number of rate cases;

(4) A PPFAC permits a better match
well as sends price signals; and,

1

2

3

4

5

6

'7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

27

28

(5)

Verde units and what they represent as f Ar as capital costs and fuel costs.

Elimination would result in increased earnings variability
and thus a higher cost of capital to ratepayers ;

Fuel and purchased power costs are largely outside of the
Company's control;

of costs and benefits as

Elimination of the PPFAC will result in fuel costs being
determined by forecasts at base rate cases.

Over the years, the PPFAC has been
automatic pass-through mechanism;

In turn, the main arguments for abolishing the PPFAC were:

(1) The Company has little incentive with a PPFAC to strive
for the lowest possible fuel and purchased power costs;

little more than an(2)

•

-8- Decision No .
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(3) The existing PPFAC results in ratepayers bearing costs for
Company mistakes; and ,

1

2

3

4

5

6

'7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

27

28

(4) F u e l  p r i c e s  a r e  n o t  a s  v o l a t i l e  a s  t h e y  w e r e  i n  p r e v i o u s
p e r i o d s .

As previously discussed, abolishment of the PPFAC will result in higher

capital costs for APS and ultimately to its ratepayers. That increased cost to

ra tepayers would have to be compared to the d i f f e r e n t i a l between base f u e l

c o s t s  a nd  a c t u a l ,  r e a s ona b l y  i n c u r r e d  f u e l  a nd  p u r c ha s e d  p owe r  c o s t s . A s  c a n

be seen in Schedule WJP-3, over the past ten years the over and undercollected

amounts would have balanced out without a fuel adjustor. Hence, without a

PPFAC ratepayers would have incurred higher capital costs while paying

approximately the same fuel costs. There is no guarantee that the same will

hold true in the future. Now that APS has predominately low fuel cost plants

in service, there would seem to be a greater risk of being undercollected than

overcollected. Still there are numerous factors such as increased capacity

levels for the Palo Verde units which could result in decreased fuel costs.

Based on the number of APS rate cases over the past ten years, it would be

difficult to conclude that there would have been more cases without the PPFAC.

Certainly, with the completion of construction at Palo Verde we would expect

the frequency of rate cases to be reduced. Fur thermore, a PPFAC can only help

such reduction, albeit it is unclear how much of a reduction.

It is also not clear that fuel and purchased power costs are largely

outside of the Company's control. We would agree that the price of fuel and

purchased power are largely outside of the Company's control. APS can and has

m i n i m i z e d  i t s s h o r t - t e r m  r i s k  o f  p r i c e  v o l a t i l i t y  b y  e n t e r i n g  i n t o long-term

contracts. The overall fuel and purchased power costs are largely dependent

upon the operations of the Palo Verde units. Since the operations of those

units are largely dependent upon APS management, we must conclude that the

overall fuel and purchased power costs are also largely dependent upon the

-9- Decision No .
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0

1
Company.

2
The arguments for matching costs and benefits and for fuel costs being

3 determined by forecasts ac base rate cases are closely related. One of the

4 primary goals in setting of rates is to properly apportion costs to those who

5 benefit from the service. A system that annually revises the rates to reflect

6 changes i n cos ts w i l l do a  b e t t e r job o f t ime ly  match ing a c t u a l cos t s and

7 b e n e f i t s  t h a n  a  f o r e c a s t  i n  a  b a s e  r a t e case . I n  a d d i t i o n , f u e l i s s u e s  a r e

8 more likely to be closer scrutinized at a PPFAC hearing than at a base rate

9 case with multi-issues. Without a PPFAC, we believe the fuel issues will more

10 likely get bogged down in determining what RICO has described as "liberal

11 interpretation of the known and measurable adjustments" to fuel related

12 expenses.
13

With regard to the argument that the PPFAC is l ittle more than an

14 automatic pass-through mechanism, the parties were actually pretty much in

15 agreement that the depth of review during PPFAC hearings has intensified in the

16 last five years. In spite of this, there was still some doubt expressed by

17 RUCO that the current analysis involving the PPFAC is little more than the

18 adding of numbers. We would agree that if this allegation was true, there

19 would be little incentive for the Company to strive for minimizing its fuel and

20 purchased power Costa. However, based on Staff's testimony they have not only

21 reviewed the accuracy of the fuel and purchased power costs but have also

22 performed extensive analysis to a determine the reasonableness of such costs.

23 Further, as discussed below, we believe Staff has a new tool to utilize which

24 will assist them in determining the reasonableness of costs. That will help

25 alleviate the first three arguments listed against the PPFAC.

26 Although we agree that fuel prices are not as volatile as they were in

2 1 previous periods, we can not agree that fuel costs are not a s volatile. A s

pointed out by APS, the fuel costs are dependent upon many things besides fuel

-10- Decision No .
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1 p r i c e s  n o t the l e a s t o f which i s the a v a i l a b i l i t y o f the Pa lo Verde u n i t s

2 du r i ng  p e ak  u s age  p e r i od s . T h a t  v o l a t i l i t y  i s  s o m e w h a t  r e f l e c t e d  b y  t h e  o v e r

3 and under collection in the PPFAC reflected in Decision Nos. 55228 and 55931 .

4 As we previously indicated, we expect that violability to be dampened by the

5 fact that all three Palo Verde Units are now in operation.

6 Th e  d e f e r r e d  f u e l cos t a c c oun t i n g  m e t hod  h a s  m a ny  o f  t h e  l im i t a t i o n s  o f

'7 the cur rent PPFAC p lu s the a d d i t i o n a l l i m i t a t i o n o f not t ime ly  ma tch ing o f

8 cos t s and b e n e f i t s . Th is can  be e s p e c i a l l y  d i s a s t r o u s to ratepayers i f the

9 costs are trended in an upward direction so that the deferred account keeps

10 increasing. Then any rate increase application would have an increase for

11 deferred fuel costs pancakes on top of it.

12 A par rial pass-through mechanism insures a company will only recover a

13 specified percentage of its fuel costs and thus arguably has a greater

14 incentive to minimize its costs. Based on the testimony, a partial

15 pass-though is generally set at an 801 to 902 level from a specified base fuel

16 amount. In turn, the company will always be responsible for amounts above and

17 below the predetermined percentage. In addition, a cap is normally set on any

18 reward/penalty a utility may receive under a par rial pass-through mechanism.

19 We believe the only major benefit from a partial pass-through mechanism is its

20 simplicity.
21

The PPFAC has been a valuable tool that has historically benefited the

22 Company and its ratepayers. Further, it is a tool that is in place in some

23 manner in the vast majority of states. Even RICO, which opposed continuance of

24 the PPFAC, recognized that the financial community would be concerned by any

25 abrupt announcement that the PPFAC was being abolished. After reviewing all

2 6 t h e  e v i d e n c e ,  we  m u s t  c o n c l u d e  t h a t  i t  i s  i n  t h e  b e s t  i n t e r e s t s  o f  t h e  C o m p a n y

22; and its ratepayers to continue with the PPFAC. We find that the major reasons

f o r  ke e p i ng  t h e  P P F AC  a t  t h i s  t im e  a r e  t h e  s a v i n g s  t o  r a t e p a ye r s  r e s u l t i n g  f r om

- l l - Decision No .



\

U-1345-88-180
e t  a l .

9

we

1 lower capital costs to the Company and the timely matching of costs and

2 benefits. This assumes that all imprudent costs caused by Company mistakes are

3 not borne by ratepayers, as discussed below.

4 BANK BALANCE/PPFAC CHARGE

5 The Commission in Decision No. 55930, dated April 1, 1988, ordered the

6 overcollected bank balance as of December 31, 1987 to be placed in a temporary

'7 bank account until balanced out through use o f a PPFAC charge o f a negative

8 $.002280/Kwh commencing on April 1, 1988. It was estimated that it would take

9 approximately one year to refund the temporary bank account of $33,689,907. As

10 of December 31, 1988, the balance had been reduced to $9,590,197 and is

11 projected to be eliminated during April 1989. Also, in Decision No. 55930 in

12 conjunction with Decision No. 55031, dated April 1, 1988, the Commission

13 reduced APS's base period cost from $.016033/Kwh to $.0l3245/Kwh. The

14 Company's fuel and purchased power costs have been reduced significantly from

15 the $300 million level per year in 1985 to approximately $200 million with the

16 addition of all three Palo Verde units into operation.

17 The 1987 actual fuel and purchased power costs were $205,007,728 or

18 $.014201/Kwh. Subsequently, Palo Verde III began commercial operation in

19 January 1988. The inclusion of the projected Palo Verde III fuel costs were

20 used in establishing the current base rate of $.013245/Kwh. Primarily, because

21 Decision No. 55930 was not effective until the fourth month of 1988, the

22 on-going bank balance has become overcollected as of December 31, 1988 by

25 approximately $23 million. This puts the total of the temporary and on-going

24 bank balances near the $33 million amount. Consequently, are going to

25 transfer the on-going bank balance as of January 1, 1989 into the temporary

26 bank balance continue with the negative $.002280/Kwh PPFAC charge. Based

27 on the previous refund period, it would appear that the balance will be zeroed

28 out at or near the end of 1989. It is our clear intent to have this temporary

-12- Decision No .
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charge cease when the balance is zeroed out and to direct APS to discontinue it

at that time. Any residual balance will become par t of the on-going bank

balance. The Commission does want to receive at least 30 days prior

notification of the discontinuance of this temporary negative PPFAC charge.

The fuel and purchased power costs for 1989 are projected to be $.013289 per

Kwh. That is slightly higher than the current base fuel rate of $.013245 per

Kwh. The difference between the projected costs and base rate is only

$.000044. Such a small differential does not warrant any PPFAC charge for the

on-going bank balance.

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

27

28

ADJUSTMENTS TO BANK BALABCB

Staff used its production cost model, UPLAN, in an effort to determine the

reasonableness of APS's fuel and purchased power costs for 1987 and for the

first nine months of 1988.1 Generally speaking, PLAN compared the APS

system's actual purchased power and fuel costs with similar costs using imputed

industry average data. From the above comparisons, Staff concluded that APS

fuel and purchased power costs for 1987 were less than the DPLAN industry

average computation and thus reasonable. Based on IJPLAN, the first nine months

of actual 1988 costs were $2.7 million higher than the industry average. As a

result, Staff concluded that $2.7 million of fuel and purchased power costs

should be disallowed as being unreasonable .

APS argued that IIPLAN contained system limitation errors and that the $2.7

million computation was nothing more than a random error. In addition to the

limitation errors of UPLAN, APS argued there were input errors including an

inappropriate industry comparison. Further , APS argued that it should be given

a reward for 1987 based on PLAN and that the calculation for 1988 should be

updated to include all of 1988. According to APS, UPLAN should be used only as

an initial guide to determine areas for additional scrutiny.

1. At the time Staff prepared its testimony, there were only nine months of
data available for 1988. _13.. Decision No .



U-1345-88-180
e t  a l

should have

1 We concur with Aps. Although PLAN can be a very useful tool for Staff in

2 its investigations, we agree that it is improper to utilize UPLAN with industry

3 averages and then arbitrarily conclude costs above those averages should be

4 disallowed without a corresponding find of imprudence. We would have been more

5 inclined to concur with Staff 's method if they had concluded that the Company

6 received a reward for all costs below the average. Still, we

'7 commend Staff for utilizing a new tool to help scrutinize the fuel and purchased

8 power costs. Further, we would encourage Staff to continue to utilize PLAN to

9 help determine further areas to investigate.

1 0 Staff also performed an analysis of forced outages due to personnel errors

11 at the Palo Verde plants for 1987 and the first eight months of 1988. Staff

12 utilized the information outage reports prepared by the Arizona Nuclear Power

13 Project ("ANPP") to initially determine the hours of forced outages caused by

14 personnel error at the Palo Verde units. Staff then corrected the reported

15 outages due to personnel error at Palo Verde for additional outages

16 which Staff concluded were due to personnel error. These corrected outages

17 were then compared to an industry comparable group that also reported outages

18 caused by personnel error. Staff concluded that the average hours per unit due

19 to personnel errors at Palo Verde were 54 times the national average. Based on

20 the above results, Staff recommended that ANPP be ordered to submit to the

21 Commission a plan for reducing personnel errors at thee Palo Verde units .

22 APS disputed the reclassification of certain outages as being caused by

2 3 personnel error as well as the fact that Staff used a different definition of

24 personnel error for APS than it did for the comparable industry. In addition,

25 APS argued that personnel errors are inevitable and their mere existence does

26 not danonstrate imprudence or unreasonableness in fuel expenses. Lastly, APS

31 argued it should not be ordered to submit a plan for reducing personnel errors

since it has recently adopted an aggressive program modeled after the INTO

-14- Decision No .
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approximately

unexpected problems, the outage was extended to 160 days.

was

1 Human Performance Evaluation System.

2 We  concur  w i th  APS  tha t  S ta f f  ' s  compar ison  o f  APS  w i th  an  indus t ry  ave rage

3 i s  i n a p p r o p r i a t e  w h e n  d i f f e r e n t  d e f i n i t i o n s  h a v e  b e e n  u t i l i z e d . We also do not

4 b e l i e v e  a n  a d d i t i o n a l  p e r s o n n e l  p l a n  f o r  r e d u c i n g  e r r o r s  i s  n e e d e d  b u t  t h a t  a

5 copy o f APS's new program modeled a fter  the INTO Human Per formance Evaluat ion

6 Sys tem shou ld  be  f i l e d  w i th  the  Commiss ion  fo r  in fo rmat iona l  pu rposes  on ly .

'7 A l though we  have  d isagreed  wi th  the  a forement ioned  two recommendat ions  o f

8 S t a f f ,  w e  d o  f i n d  t h e y  h a ve  g i v e n  u s  v a l u a b l e  i n f o r m a t i o n  w h i c h  w e  c a n  u s e  i n

9 r e v i e w i n g  t h e  p r u d e n c e  o f  A P S ' s  f u e l  a n d  p u r c h a s e d  p o w e r  c o s t s  d u r i n g  t h e

1 0 per iod from January 1987 through September  1988. I n  p a r t i c u l a r ,  w e  f i n d  P a l o

1 1 V e rde  I  ou tage  numbe r  87 -1 -P 01  o f  i n te res t . Th is  was one o f  two major  ou tages

1 2 a t  P a l o  V e r d e  d u r i n g  t h e  r e v i e w  p e r i o d  i n  w h i c h  S ta f f  h a d  d e te r m i n e d  p o r t i o n s

1 3 o f  th e  o u ta g e  we r e  d u e  to  p e r so n n e l  e r r o r . On October 1, 1987 Palo Verde I was

1 4 t a k e n  d o w n  f o r  a  s c h e d u l e d  r e f u e l i n g  f o r 6 9  d a y s . D u e  t o

1 5 I n  t h e  p r o c e s s  o f
1 6

r e m o v i n g  t h e  r e a c to r  v e s s e l  h e a d  b o l t s ,  b e a r i n g s  s l i p p e d  o u t  f r o m  th e  m u l t i p l e

1'7 s t u d  t e n s i o n e r  t o o l . E v e n tu a l l y ,  a t  l e a s t  o n e  o f  t h o s e  b e a r i n g s  m a d e  i t s  w a y

1 8 i n t o  t h e  r e a c t o r  v e s s e l  c a u s i n g  a d d i t i o n a l  d o w n t im e . S t a f f  c o n c l u d e d  t h a t  4 2

1 9 d a y s  o r  1 , 0 0 8  h o u r s  o f  d o w n t i m e  w e r e  t h e  d i r e c t  r e s u l t  o f  t h e  b e a r i n g  p r o b l a n

2 0 and  fu r  thee  conc luded  i t  was due  to  pe rsonne l  e r ro r .

2 1 A P S  a r g u e d  t h a t  a  l a r g e  c a s t e r  h a d  f a i l e d  i n  t h e  m u l t i p l e  s t u d  t e n s i o n e r

2 2 r e s u l t i n g  i n  h u n d r e d s  o f  " B B "  s i z e  b a l l  b e a r i n g s  r o l l i n g  a r o u n d  w i t h i n  t h e

2 3 co n f i n e s  o f  t h e  r e a c to r  co n ta i n m e n t  b u i l d i n g . T h i s  w a s  t h e  f i r s t  a n d  o n l y  t i m e

2 4 fo r  such  fa i lu re  and  acco rd ing ly  any  ou tage  t ime  was due  to  equ ipmen t  f  a l l u re .

2 5 W e  c o n c u r  w i t h  A P S  t h a t  t h e  o r i g i n a l  c a s t e r  f a i l u r e due to equipment

2 6 T h e r e  i s  a b s o l u t e l y  n o
2 7

2 8

However, that is as f Ar as we can agree.

acceptable reason for any of those ba11 bearings to have made its way into the

reactor vessel. APS personnel were aware or certainly should have been aware

-15- Decision No .
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day period ending on March 102 1988 were imprudent or unreasonable and will b

disallowed. We want to re-emphasize that the existing PPFAC is not
|

We will not permit ratepayers to Da foautomatic pass-through mechanism .

o f the necessity of insuring that a l l  o f the ball bearings were located and

2 secured before opening the reactor vessel head. As a resul t  of the above, we

5 find not only were 42 days of downtime for Palo Verde I due to personnel error

4 but i t  i s unacceptable personnel error. Accordingly all additional fuel and

65 purchased power costs resulting from the downtime for Palo Verde I for that 42

'7

8

9
imprudent or unreasonable costs. The amount of disal lowance should be the

10 difference between the cost per MWH produced by Palo Verde I and the highest

1 1 Although
12

tha t  i n fo rmat i on  does  no t  appear  i n  the  reco rd ,  we  do  have  ava i l ab l e  an

13 estimated reasonable replacement cost di fference in Staff Exhibi t No. 4 which

14 we can ut i l i ze. Since one Palo Verde unit hour yields 370 MWH of power, the

15 estimate of excess costs for the 42 day downtime is (370 MWH x 42 days x 24

116 hours/day x $10 per MWI-1) $3,729,600. That amount should be added to the

7 temporary bank account for refunding to ratepayers .

13 u1scs1.1.Asnous A1>.msnu:n'rs

20 The Company calculated a penalty under i ts OIP for 1987 in the mount of

2 1 $319,128. Sta f f  concur red wi th  the above ca lcu la t i on. The Company also

22 calculated a reward under i ts OIP for 1988 in the amount of $949,811. Since

23 Staf f  d id  not  rev iew a l l  o f  the data for  1988,  we wi l l  approve the reward of

$949,811 subject  to Staf f  's  ver i f i cat ion. That amount should be included in

24 the temporary bank balance and any subsequent Staff adjustment can be made to

25 the ongoing bank balance.

i i In Decision No. 55930, the Commission authorized a change in the method of

28 allocating costs between jurisdictional and non-jurisdictional customers. In

addition, the Commission reaffi rmed the use of a fixed l ine loss of 9.222 when

-16- Decision No .
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9
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12

13
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14

15

SNELL & WILMER, by Steven m. Wheeler; and
Gary Lane, Staff Attorney, Law Department ,
Arizona Public Service Company on behalf
Public Service Company;

o f A r i z o n a

R o b e r t  M e y e r s ,  S t a f f  A t t o r n e y ,  o n  b e h a l f  o f
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S t e v e n  J .  G l a s e r ,  S t a f f  A t t o r n e y ,  L e g a l  D i v i s i o n ,
on behalf of the Arizona Corporation Commission
S t a f f .

20 BY THE commlssIon:

21 On July 24, 1986, the Arizona Corporation Commission ("Commission")

22

23

issued Decision No. 55118 in which it was determined that the Purchased Power

and Fuel Adjustment Clause ("ppFAc") of Arizona Public Service Company ("APS"

or "Company") should be reviewed on an annual basis. As a result of that
24

25 D e c i s i o n , a March 31 , 1987 Procedura l O rder  was i ssued  whereby the f i r s t

At the request
26

27

28

18

19

16

17

annual PPFAC was set for hearing commencing on July 6, 1987.

of APS, the matter was subsequently rescheduled to September 24, 1987.

Arizona Residential Uti l ity Consumers Office ("RUCO") requested and was

The
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1 granted permission to intervene.

2 The matter came before a duly authorized Hearing Officer of the

3 Commission at i ts off ices in Phoenix, Arizona on September 24, 1987. APS ,

4 RUCO, and the Commission's Uti l i ties Division Staff ("Staff") appeared through

5 counsel and presented evidence. This matter was adjourned pending submission

5 of a Recommended Opinion and Order by the Presiding Officer to the Commission.

7

8 DISCUSSION

9 On December 29, 1978, the Commission in Decision Nos. 49438 and 49576

10 establ ished a procedure whereby electr ic uti l i t ies subject to its jur isdiction

11 which had fuel and/or purchased power clauses and procedures would thereafter

12 be governed by the orders, rules and regulations of the Commission. In said

order, "bank accounts" for fuel clause purposes remained an integral part of13

14 the fuel and/or purchased power clauses and procedures of each  u t i l i ty and

15 continued to be reported and to be adjusted in accordance wi th subsequent

16 Commission orders. The jur isdict ional  electr ic  ut i l i t ies were also requested

17 and required to comply with the reporting methodology designed by the Staff

18 and approved by the Commission . The PPFAC was established to be a

19 semi-automatic mechanism to increase/decrease fuel and purchased power costs

20 of  a ut i l i ty  so that  the rate of  return establ i shed at  a fu l l  rate hear ing was

21 not increased/decreased due to changing fuel and purchased power costs.

22 Under the procedures established in the aforementioned Decisions, Staff would

23 audit the uti l i t ies'  six-month projections to determine whether an increase or

24 decrease of one mill was needed to zero out the fuel adjustor bank balance.

25 on July 24, 1986, the Commission issued Decision No. 55118 whereby it was

26 determined that the PPFAC for APS should be reviewed on an annual basis.

27 Addi t ional ly, the Commission reserved both the r ight to convene a PPFAC

28 proceeding i f  the one mi l l  t r igger was hi t  and the r ight  to waive the annual

_2._ Decision No.
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1 hearing requirement if such a proceeding would be without merit . In response

2 to Decision No. 55118, the first annual PPFAC hearing commenced on September

3 24, 1987.

4 Staff reviewed the 1986 fuel and purchased power costs of APS and found

5 them to be reasonable. However, there were major issues of disagreement

6 between Staff, RUCO, and APS which are listed as follows :

7

8

9

10

1 1

1. Should the fuel  costs f rom Palo Verde Uni t No. 3
("pv-1I1")  be included in projected fuel  and purchased
power costs;
2. What was the proper date from which the performance
of Palo Verde Unit No. l  ("PV-I") should be measured for
the purpose of APS's operating incentive plan;
3. W hat was the proper al location of jurisdictional  and
non-jurisdictional fuel and purchased power costs; and,
4. What should be the scope of the PPFAC hearings?

12 Amount of Overcollections

13 The Company's fuel and purchased power costs of over $300 million in 1985

14 were reduced to sl ightly above $200 mi l l ion in 1986, and were expected to be

15 fur thee reduced in 1987 to sl ightly below $200 million. The major difference

16 between 1985 and 1986 resulted at least par fly from the commercial operation of

17 PV-I which dramatical ly reduced the "other" costal  (see Schedule W JP-2) to

18 APS. The addi t ion of  PV-I I  in to operat ion in  la te 1986 fur ther  reduced the

19 fuel  costs, but much less dramatical ly.

20 APS est imated that  i ts fuel and purchased power bank balance will be

21 overcol lectzed by at  least  $32 mi l l ion as of  December 31, 1987. Under the

22 presently authorized purchased power and fuel rate levels, the overcollection

23  wi l l  con t i nue  to  i nc rease  a t  an  annua l  ra te  o f  approxi ma te l y  $80  mi l l i on .

24 Hence, the overcollection would exceed $112 million at the end of 1988. This

25 $112 mi l l ion amount ref lects approximately $20 mi l l ion of  fuel  cost  savings

26 directly attr ibutable to PV-III.

27

28 l
The "other" costs primarily consist of charges for purchased power.

_3_ Decision No.
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1 APS's current base fuel charge of $.0l6033/Kwh and PPFAC charge of

2 $.003099/Kwh were authorized by Decision No. 55118. In that Decision, the

3 undercollected bank balance was frozen as of July 1, 1986. Based on the

4 discussion on page 22 of that Decis ion, Finding of Fact Nd. 42, and Conclusion

5 of Law No. 5, it seems apparent that the intent ion was for the PPFAC charge to

6 be in effect  only unt i l  the frozen bank balance was zeroed out. Unfortunately ,

'7
the f i rs t  fu l l  order ing paragraph on page 29 of  the Dec is ion does not  inc lude

8 any cessation provision. As a result, the PPFAC on the frozen bank balance has

9 font inned t o be col lected even though that account was zeroed out i n

10 approximately September 1987 . This account alone is being overcol lected on an

11 annual basis by at least $42.6 mil l ion. Addi t ional ly, the base fuel  charge of

12 $.016033/Kwh exceeds the projected 1988 fuel and purchased power costs of

13 $.013245 by $.002788, which on an annual bas i s  would  resul t i n  a n

1 4 overcollection of approximately $38.3 mill ion. I f  savings from PV-II I  are

15 removed, projected fuel and purchased power costs are increased to $.014600 and

16 the resulting overcollection is reduced by approximately $18.6 mill ion (from

17 $38.3 mi l l ion to $19.7 mi l l ion).

18 Fuel Costs of PV'-III

19 APS initially included in its projected fuel and purchased power costs the

20 projected fuel costs for PV-III, based upon an expected commercialization date

At the hearing, APS revised that date to January 1988.221 of September 1987.

22

23

24

25

26

27 z
Subsequent to the hearing, PV-III began commercial operation in January

1988 •28
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l This revision reduced the estimated bank balance at the end of 1987 by

2 $1,545,207 (from $32,663,679 to $31,118,472).

3 its 1988 costs would be $18,133,793 higher without PV-III.

Additionally, APS estimated that

4 I t  w a s  A P S ' s  p o s i t i o n  t h a t  a n y  l o w e r  f u e l  c o s t s  a s s o c i a t e d  w i t h  P V - I I I

5 should not be included unless the ratepayers also eventually bear the burden of

6 the corresponding capital costs of PV-III. Staf f  d isagreed with  APS's  c la im

'7 that t h e  b e n e f i t  o f  l o w e r  f u e l  c o s t s  f r o m  P V - I I I  s h o u l d  o n l y  b e  a l l o w e d  i f

8 PV-II I  is evenutal ly recognized into APS's rate base. According to Staff, the

9 ratepayers have been financially supporting the construction of all three units

1 0 Paloo f Verde and are entit led to at least reap the benefits of lower fuel

1 1 costs pending final disposition of PV-III. APS responded  tha t  i t s  ra tepaye rs

12 have not been paying

13 for  the f i nancing costs of  PV- III . I n s t e a d ,  t h e  f i n a n c i n g  c o s t s  a r e  b e i n g

14 i nc l uded  i n  the  cos t  o f  the  p l an t  as  cap i ta l i zed  AFUDC. Fur thermore, the

15 Commission h a s  n e v e r  a u t h o r i z e d  a n y  c o n s t r u c t i o n  w o r k  i n  p r o g r e s s  t o  b e

16 included in APS's rate base for PV-III.

1'7 The Commission is unpersuaded by the Company's argument that the fue l  cost

18 savings at t r ibutab le to  the operat ion of  PV- I I I  should not  be recognized in

19 projected fuel and purchased power costs unless the unit is eventually

20 included in rate base. The logical extension o f the Company's argument is that

21 until PV-III investment i s accorded rate base treatment , all mone ta ry  e f fec ts

22 of the unit's operation, whether fuel cost savings or operation and maintenance

23 ("0&M") expenses, should be foregone. APS surely does not intend that result,

24 given the Company's application in Docket No. U-1345-87-177 to defer for later

25 recovery PV- I I Ithe in base rates. At best ,  the  Company 's  a rguments  aga ins t

26 i nc l us i on  o f  the  p ro jec ted  PV- I I I  f ue l  cos ts  i n  th i s  case , but i n  f a v o r  o f

27 deferred recovery of  the PV-I I I  O&M expenses in the afore-ci ted docket are

28 inconsistent I
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1 In any event, we find that PV-III should be included in projected 1988

2 fuel costs. Inclusion is appropriate, in our opinion, in order to approximate

3 as closely possible actualas the fuel and purchased power costs APS will

4 experience during 1988. These actual costs wil l , of course, be based upon

5 actual system operations, including generation from PV-III. The failure to

6 recognize PV-III fuel  costs in this case, even though the unit is providing

7 service, would increase projected 1988 costs by $18,133,793 and thereby cause

8 customers to pay $18 million in excess of the actual fuel costs APS expects to

9 incur » That is quite obviously unfair and unreasonable.

10 By including PV-III fuel costs in 1988 projections, all the Commission

11 has done is recognize the fact that PV-III exists and impacts acutal system

12 fue l  costs . Our recognition of PV-III should in no way be interpreted as a

determination of the unit's used and usefulness, of the need for the unit's13

14 capacity, nor of the prudence exercised in constructing the unit. Those issues

15 are well beyond the scope of this proceeding and will be decided another day.

16 Commencement Date for Measuring Performance of PV-I

17 Staff and APS disagreed as t o the applicable commencement o f the

18 evaluation period for the operating incentive plan for PV-I. Staff argued that

19 March 1 , 1986 was the commencement date, while APS argued that the date was

20 April 1, 1986. If the correct date was March 1, 1986, then PV-I would incur a

21 penalty of $238,412, while an April 1 1986 date would result in no penalty.

22

23

24

25

26

27

28

The following was extracted from pages 14 and 15 of Decision No. 54247 :
The final points to  be determined are the t iming of  any
application of an operating incentive plan to PV-I, the duration
of any set performance criteria, and miscellaneous procedural
aspects. APS has suggested, for somewhat ambiguous reasons,
that application of such standards to Palo Verde be delayed
until six (6) months after commercialization of PV-I. APS has
also indicated that operating performance criteria, once set,
should be changed at most only every two (2) years. We see no
reason why the operating performance standards established
herein should not be implemented as soon as reasonably possible
after commercialization of PV-I, as that term is defined
herein. We believe this to be two (2) months following
commercialization of PV-I rather than six (6) months.
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1 APS argued that Decision No. 54247 is ambiguous a s tO the

2 commercialization date and, as a result, its Revised Plan of Administration

3 ("Revised Plan") filed subsequent to Decision No. 54247 should control. In its

4 Revised Plan, APS included an example in which the commencement of the

5 performance period would star t on the first day of the third month following

6 commercial operation. Staff had an opportunity to review and comment on the

7 Revised Plan and did not indicate any disagreement with the aforementioned

8 example.

9 In reviewing Decision No. 55228 in conjunction with Decision No. 54247 and

10 the Revised Plan, we find they are not necessarily in conflict. Decision No.

11 54247 clearly indicates that the operating performance period for PV-I was to

12 commence two months after commercial operation. Finding of Fact No. 20 of

13 Decision No. 54247 defined commercial operation as occurring when PV-I had

14 operated at 9514 of licensed reactor power for 100 consecutive hours. W e

15 believe the Revised Plan takes into account the practicality of implementing

16 Decision No. 54247 by its recognition that any commencement period should star t

17 at the beginning of a month. In reviewing page 61 of Decision 55228, it is

18 apparent that the Coumnission has already taken into account the need to. begin

19 the measurement period on the first day of a month. In that case, RUCO had

20 argued that the commercial operation date for PV-I was December 27, 1985.

21 Although the Commission indicated it agreed with RUCO, the Commission went on

2 2 to state: "We shall not quibble with APS over a few days and will therefor

23 establish the COD (Commercial Operation Date) as January 1, 1986." We must

24 conclude that the Commission was recognizing the practical need to have a

25 measurement period begin on the first of the month when it chose the January 1

26 1986 date instead of the December 27, 1985 date. Based upon all the above, we

27

28

concur with Staff that March 1,1986, being two months after the designated COD,

for measuring. performance pv-I.is the applicable commencement date of
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1 Accordingly a penalty of $238,412 is appropriate.

2 Allocation of Jurisdictional and Non-Jurisdictional

3 Fuel and Purchased Power Costs

4 Sta f f  has a l l eged tha t  the  cur ren t  a l l oca t i on  methodo logy resu l ted  i n

5 APS's retai l  customers ("ACC customers") being overal located $2.5 mil l ion for

6 1986 fuel and purchased power costs which should have been borne by the

7 Company's wholesale customers ("FERC customers"). S ta f f argued that the

8 aforementioned al locat ion problem began in October 1983 when the Commission

g approved a f ixed percentage of l ine losses to arr ive at an est imated number of

1 0 k i l o w a t t  h o u r s  a v a i l a b l e  f o r  s a l e . Based on Staff's argument, there would be a

11 misallocation any me the a c t ua l line losses d i f f e r e d from the f i x e d

12 percentage.

13 This misallocation occurs because the amount of fuel and purchased power

14 costs a l l o c a t e d to non- ju r i s d i c t  t ona l sales i s a residual amount remaining

15 a f t e r allowances for a fixed percentage of l i n e losses and a c t ua l ACC s a l e s .

1 5  A s  a  r e s u l t , th is residual  amount includes Company use, the di f ference in

17 losses between what is assumed and what actual ly occurred, and the difference

I n  f a c t ,  i f  t h e  a c t u a l  l i n e  l o s s e s

1 9 a r e  l e s s  t h a n  t h e  f i x e d  p e r c e n t a g e  o f l i n e 1o s s e s , 3  t h e  r e s i d u a l amount could

18 between cycle and calendar megawatt hours.

20 be negative. According to Staff, the actual 1986 FERC sales were 320 mil l ion

21 kilowatt hours higher than the residual/estimated sales.

22 A P S  d i s p u t e d  S t a f f ' s  c l a im  o f  m i s a l l o c a t i o n  s i n c e  i t  w a s  u n c o n t e s t e d  t h a t

23 APS had fol lowed procedures approved by the Commission. As a resu l t ,  APS

24 argued that any change for 1986 would resul t i n  re t roac t i ve ratemaking.

25 Lastly, APS argued that any change to the allocation method would only shift

26

27 3 The  f i xe d percentage  of l i n e
No.  55228 (October 9,  1986).

losses was established at 9.2278 in Decision

28
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1 ACC costs from the PPFAC to base rates and not to FERC customers.

2 Since Staff and APS agreed that the Company was fol lowing Commission

3 approved procedures in its allocation of costs, we do not believe it is proper

4 to make any retroactive changes to the al locat ion process. This is especial ly

5 so s ince APS can not  go back and col lect  the al leged misal locat ion f rom FERC

6 customers. Hence we find the only i ssue is whether to change the allocation

'7 method prospectively.

8 We must agree wi th Staff that i f actual ACC sales are used i n  t h e

9 al l ocat ion process, then i t would be appropriate to also use actual FERC

10 sales. To do otherwise can result in APS collecting too much or t o o  l i t t l e  i n

11 fuel and purchased power costs depending primarily upon the amount of l ine

12 losses. This mismatch of costs and revenues occurs because the fixed

13 percentage of l i ne l osses  a l l owed to be  co l l ec ted i n  the  fue l  and purchased

14 power costs differs from the actual percentage. As a result, APS will benefit

15 if its actual line losses are less than the fixed percentage and will be

16 penal i zed i f  the actua l  i s  h igher  than  the f i xed percentage. Under currently

17 approved procedures followed by APS, the fixed percentage of line losses is

18 first deducted from the available Kph and then an al lowable cost per Kph is

19 calculated. As noted previously, the amount allocated to ACC jurisdictional

20 sales is based upon the actual sales and the remaining costs are allocated in a

21 lump sum to the group which includes non-jurisdictional sales and line losses

22 which differ from the fixed amount. According to Staf f , the proportioned

23 amount of total fuel and purchased power costs being allocated in 1986 to

24 non-jurisdictional customers is less than the actual proportion amount of sales

25 to non-jurisdicttonal customers . This would indicate that the system line

26 losses were less than the current ly al lowable 9.22Z. It doesn't mean that

27 non-jurisdictional customers are receiving a benefit at the expense of ACC

28 ju r i sd i c t i ona l customers. There i s  no  guarantee  tha t  APS uses the same

_9_ Decision No.
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s

1 al location method when determining the fuel and purchased power costs to be

2 collected from its non-jurisdictional customers.

3 Based on the above, we wil l  adopt Staff's al location method. This method will

4 allocate PPFAC costs between ACC and FERC jurisdictional customers based upon

actual sa1es.4.5 each jurisdiction's share of actual sales to total Fur thee ,

6 this change wi l l  necessi tate al ter ing the format of APS Schedule FA-2 as set

7 for th in Appendix 1.

8 However, Staff's proposal does bring t o light the need to reassess the

9 current ly approved l ine loss percentage of  9.22Z. As that percentage has

10 always been determined in general rate cases, none of the par ties submitted any

1 1 evidence in support or opposition to the 9.2274 amount. That percentage was

12 determined to be reasonable in Decision No. 55228 (October 9, 1986). In fact,

13 it was raised from the previous fixed percentage of 8.4634 with the addition

14 of PV-I and PV-II which are relat ively close to the general  Phoenix area, one

15 would expect (barring other significant changes) the percentage of line losses

16 to be decreasing. However, there was no evidence presented by the par ties that

17 would indicate any change would be for thcoming from the pending rate case.

18 Absent any change in  a  genera l  ra te case, we f ind the 9.22% is s t i l l a

19 reasonable percentage. W e wi l l  request~ Staf f  to  do a thorough analysis in

20 APS's next general rate case to determine if 9.22% continues to be a reasonable

21 percentage.

22 Scope of PPFAC Hearings

23 RUCO urged the Commission to explicitly address both the accuracy and

24 reasonableness of APS's fuel  and purchased power costs at PPFAC hearings.

25 According to RUCO, this would require a management audit as well as an

26

27 4 Hypothetical ly, i f total actual sales were 10 Kwh (Acc sales at
8 Kwh and FERC sales at 2 Kwh), then ACC would be allocated 80%
and FERC 20% of total allowable PPFAC costs.28
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1 accounting audit. Fur thee, RUCO argued that the procedural schedule for this

2 case did not permit it enough time to analyze the information needed to

3 determine either the accuracy or the reasonableness of the purchased power and

4 fuel costs incurred by APS or the reasonableness of the cost recovery levels

5 that APS proposed.

6 We concur with RUCO that the scope of the PPFAC hearings should include

7 both the accuracy as wel l  as the reasonableness of APS's fuel and purchased

8 power costs. We note that the ini tial  procedural order setting the hearing was

9 issued on March 31, 1987. RUCO, in turn, requested intervention on April 8,

10 1987, which was granted by procedural order on Apri l  20, 1987. As a result of

11 a continuance in the ini t ial  hearing date, RUCO had over 100 days in which to

Clear ly,  RUCO did not have to wai t  unt i l  the Company

13 ref i led i ts  test imony on July 24,  1987 in  order  to  test  the accuracy and/or

12 f i l e its testimony.

14 reasonableness of figures contained in APS's monthly fi l ings. Further, we note

15 that RUCO never requested any procedural change or in any way indicated prior

16 to the filing of its testimony that it had any prob1em(s) with the procedural

17 schedule . The Sta f f  i n  i t s  aud i t ,  except  o therwise  noted i n  th i s  Dec i s ion ,

18 determined that APS's fuel and purchased power costs for 1986 were both

19 accurate and reasonable.

20 As a resul t  o f  the above,  we are not  convinced that  there i s  a need to

21 change the scope of the PPFAC hearings at this time. Additionally , we believe

22 the procedural schedule provided more than ample time for any party to review

23 the accuracy and reasonableness of the 1986 costs. We do concur with RUCO that

24 the time between the retrospective period and the effective date of the new

25 rate is too long in th is case. A major contributing f actor has been the desire

26 of all concerned not to have large fluctuations in rates.

2'7 RUCO also offered suggestions concerning Qhauges i n the design and

28 structure of the PPFAC. RUCO's primary suggestion was that APS should
l
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1 introduce a general financial incentive for the PPFAC i n the form o f target

2 cost levels combined with a l imi t on the pass-through to ratepayers of the

3 variation in actual costs from this target. RUCO, however, was unable to

4 def ine i ts  target  cost  levels. In  f  act ,  the fo l lowing quest ions f rom APS

5 counsel and the responses from the RUCO witness were extracted from page 228 of

6 the hearing transcript :

7

8

"Q, But you haven't identified which of those various incentive
plans, existing or proposed, should form the basis of your target
cost f actor, have you?

9 A. No, s i r . A s  I  s a i d  a t
specific design of the clause.

t he  ou t se t ,  I  d i d  no t  ge t  i n  t he

10

1 1
Q, Even i f the Commission wanted to, the evidence in this
proceeding is insufficient to allow them to accept your approach,
correct?

12

13

14

15

A. Yes,  s i r . I t  wa sn ' t  my  i n t e n t i o n  t h a t  t h e y  a d o p t  i t  t o
implement as soon as the issue of the order. My recommendation
would be that they ask the company to design the clause to affect
the  po l i cy  th rus t  o r  concep tua l  des i gn  l a i d  ou t  then  tha t  be
reviewed by Staff and others and a g r e e d u p o n f o r
implementation, for example, at the next year's PPFAC."

16

17

As to RUCO's target incentive plan the fol lowing excerpt from page 14 of

Decision No. 55118 (July 24, 1986) amply states (wi th the except ion of the

18 names) our continued rejection of such a proposal:

19

20

21

"We find both Dr. Violett's arguments for a plant-by-plant PPFAC
and Mr. Talbot's "target" PPFAC cost concept to be interesting
and certainly wil l  consider such fur thee reforms in future general
rate proceedings. At present, we find insufficient evidence to
support their adoption."

22 Changes to PPFAC

23 Staff recommended elimination of Schedules FA-1 , FA-5 , and FA-10 •

24 According to Staff the information on the aforementioned schedules is either

25 redundant or not useful. APS had also recommended elimination of Schedules

26 FA-2,  FA-6,  and FA-9 for  s imi lar  reasons. However, Staff indicated those

27 schedules were helpful i n analyzing the fue l adjustor. As a  re su l t of the

28 above s we concur with the elimination of Schedules FA-1 , FA-5 and FA-10 •
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1 Summary

As done previously in Decision No- 55118, we are going to freeze the bank2

3 balance as of date certain. In this case, we wi l l  f reeze the overcollected

4 bank balance as of January 1, 1988 and establish a negative $.002280/Kwh PPFAC

5 charge which should allow the balance to be zeroed out in

6 approximately one year. I t  is our clear intent to have this temporary charge

7 cease when the balance is zeroed out and to di rect APS to discontinue i t  at

8 that time. Any residual balance will become par t of the on-going bank

9 balance I The Commission does want to receive at least thirty days prior

10 notification of the discontinuance of this temporary negative PPFAC charge. A

11

12.

new base fuel  rate $.0l3245/Kwh is hereby establ ished as of that same date.

The combination of these two changes wi l l  resul t in a s112,335,3525 annual

13 decrease, of which $31,356,884 wi l l  only be in effect for approximately one

14 year .

15 Both Staff and APS recommended that the reduction in the purchased power

16 and fue l  costs co inc ide wi th  the pending ra te  case. We agree with their

17 assessment that granting a decrease in this proceeding only to be fol lowed by

18 a rate increase short Ly thereafter could result in confusion by the

19 ratepayers. In  fact ,  re l i ance on the decrease f rom th is  proceeding might

20 resul t i n  a  f i n a n c i a l  b u r d e n  t o a  ra tepayer  i f  seve ra l  mon ths  l a te r  an

21 increase in the rate case offsets the fuel decrease. Hence, we w i l l

22 synchronize the ef fect ive date of  th is Decis ion wi th the pending rate case

23 Decision.

24

25

26

27
5

28
We note that approximately $38,348,348 of this decrease has already been
included in the pending rate case since a base fuel rate of $.013245/Kwh
was used in that case.
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1 * * * * k * * * w *

2 H a v i n g  c o n s i d e r e d  t h e  e n t i r e  r e c o r d  h e r e i n  a n d  b e i n g  f u l l y  a d v i s e d  i n  t h e

3 premises, the Commission finds, concludes, and orders that :

4 FINDINGS OF FACT

5 A P S  i s  a n  A r i zo n a  co r p o r a t i o n  e n g a g e d  i n  p r o v i d i n g  e l e c t r i c  se r v i ce  to

6 the publ ic within portions of Ar izona pursuant tO a u th o r i t y  g r a n te d by this

'7 Commission.

8 2 . APS has been author ized by th is Commission to establ ish a PPFAC

9 1978).

pursuant to Decision Nos. 49438 (October 25, 1978> and 49576 (December 29,

3.

12

I n  a c c o r d a n c e  w i t h  t h e  a b o v e  D e c i s i o n s ,  A P S  h a s  f i l e d  m o n t h l y  r e p o r t s  o f

i ts  sa les ,  fue l  cos ts ,  pu rchased  power  cos ts ,  bank ba lances,  PPFAC charges, and

1 3

14

also projects sales and costs.

4. In Decision No. 55118 (July 24, 1986), the Commission determined that

15 the PPFAC for APS should be reviewed on an annual basis.

16 5.

1 7

On  Ma r ch  3 1 ,  1 9 8 7 ,  a  p r o ce d u r a l  o r d e r  wa s  i ssu e d  se t t i n g  a  h e a r i n g  to

review 1986 fue l  and purchased power  costs o f  APS and to  estab l ish  a  new PPFAC

charge •

6 I APS's present base period cost of $.016033/Kwh was set in Decision No.

20

21 7.

22

23

55118 (Ju ly 24,  1986).

APS's present PPFAC charge of $.003099/Kwh was set in Decision No.

55118 (Ju ly 24,  1986).

A base fuel cost of $.013245/Kwh was used in the pending APS rate8.

2 4 case.

2 5 9 . The overcollected bank balance for APS's PPFAC was $11,844,000 as of

2 6 August 31,  1987.

2 7 10. T h e  o v e r c o l l e c t e d  b a n k  b a l a n c e  i s  c o n t i n u i n g  t o  i n c r e a s e  a n d  w i l l

28 approximate $31,118,472 by December 31, 1987.

18

19

1 0

1 1
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2

3

4

11. Approximately one year would be a reasonable period of time for APS to

balance out its December 31, 1987 adjusted, overcollected bank balance through

a PPFAC charge of a negative $.002280/Kwh.

12. Based on APS's projected costs for the remainder of 1988, a new base

fuel charge of $.013245/Kwh should be made effective Apri l  1, 1988, said base5

6

7

fuel  charge to remain in effect unti l  further Order.

13. The performance of PV-I should be measured from March 1, 1986 for

8

9

10

purposes of the operating incentive plan for 1986.

14. For  the 1986 measured period of the operat ing incent i ve p lan, a

penalty of $238,412.00 should be assessed against APS.

15.11

12

13

Schedules FA-1, FA-5, and FA-10 contained information which is either

redundant or not useful in analyzing the fuel adjustor.

16. APS schedule FA-2 should be amended to require APS to allocate PPFAC

14

15

costs between ACC and FERC j u r i s d i c t i o n a l customers based upon each

jur i sd i c t ion 's  share of  actual  sa les  to tota l  actual  sa les .

16 CONCLUSIONS OF LAW

17 APS is a publ ic service corporation within the meaning of Ar t i t le XV,

Section 2 of the Arizona Constitution.

2. The Commission has jurisdiction over APS and of the subject matter of

20 the instant proceeding.

21 3.

22

23

24

APS's overcol lected PPFAC bank balance should be increased by the

amount of penalty for PV-I as set for th in Finding of Fact No. 14 hereinabove,

and the adjusted bank balance should thereafter be amortized over approximately

one year by means of a PPFAC charge.

4. APS should be authorized to decrease25 i ts base fuel charge to

26 $.013245/Kwh.

27

28

18

19
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ORDER

2

3

THEREFORE, IT IS ORDERED that Arizona Public Service Company be, and the

same is, hereby authorized and directed to implement a new base fuel charge of

$.0132-45/Kwh effective for all usage on and after April 1, 1988.4

5 and the same is, hereby

establ i shed at  ($ .002280/Kwh)  ef fect i ve for  a l l  usage on and af ter  Apr i l  1 ,

I T I S FURTHER ORDERED that the PPFAC charge b e a

6

'7 1988 until the temporary bank account as discussed hereinabove is zeroed out .

8 IT IS FURTHER ORDERED that APS noti fy the Uti l i t ies Division Director in

g wri t ing at least thi r ty days pr ior to termination of the aforementioned PPFAC

10

11

charge.

IT IS FURTHER ORDERED that Arizona Public Service Company will cease filing

12 Schedules FA-1, FA-5, and FA-10 as of April 1, 1988.

IT IS FURTHER ORDERED that APS will file its FA-2 statement as set for th in13

14 Appendix 1.

15 IT IS FURTHER ORDERED that th i s Decision sha l l become e f fec t i ve

16 immediately.

BY ORDER OF THE ARIZONA CORPORATION COMMISSION.17

CHAIRMAN COMMISSIONER COMMISSIONER
20

21

22

23

IN WITNESS WHEREDF, I, JAMES MATTHEWS, Executive
Secretary of the Arizona Corporation Commission,
have hereunto set my hand and caused the official
s e a l  o f  t h i s  Co mmi s s i o n  t o  b e  a f f i xe d  a t  t h e
Cap i to l ,  i n  the  C i t y  o f  Phoen i x,  t h i s day
of , 1988.

24

25 JAMES MATTHEWS
Executive Secretary

26

27 DISSENT
JLR/djp

28

18

19
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1 SERVICE LIST FOR ARIZONA PUBLIC SERVICE COMPANY
PURCHASED POWER FUEL ADJUSTMENT CLAUSE
U-1345-87-0692

3

4

5

Steven M. Wheeler
Snell & Wilmer
3100 Valley Bank Center
Phoenix, Arizona 85073-0000

6

7

Gary Lane, Staff Attorney
Arizona Public Service Company
Law Department
2100 Valley Bank Center
Phoenix, Arizona 85073-00008

Robert Meyers, Staff Attorney
Residential Uti l i ty Consumer Office
34 w. Monroe, Suite 1016
Phoenix, Arizona 85003

11

12

13

Steven Glaser, Staff Attorney
Legal Division
Arizona Corporation Commission
1200 West Washington Street
Phoenix, Arizona 85007

14

15

16

Wayne Rutter, Director
U t i l i t i e s  D i v i s i on
Arizona Corporation Commission
1200 West Washington Street
Phoenix, Arizona 85007

17

20

2.1

22

23

24

25

26

27

28

v

18

19

9

10
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ARIZONA PUBLIC SERVICE cor4pAnv

BANK Accwur FORMAT

UTILITIES DIVISION FUEL ADJUSTMENT

FA-2 ACC REVISED FOR APS

mourn oF ,  19aa

Appendix 1

1 Balance Brought Forward Jurisdictional

(Over)/Under Collection
s

2 Cost of Allowable Purchased Power and /or

Allowable Generation

3 Costs Associated Hith Non-Jurisdictional Sales

(FA-6 Hholesale Sales/FA-6 Total Sales)* Line 2

4 Allocable Costs To ACC Jurisdictional Customers

(Line 2- Line 3)

5 ACC Jurisdictional Sales (kblh)

6 Base Period Fuel Rate (SI kHz)

Decision No.

7 Amount Recovered by Base Period Cost

(Line 5 * Line 6)

8 Fuel Adjustor Rate (S/kwh) (Aplicable to Current Balance)

Decision No.

9 Amount Recovered by Fuel Adjustor

(Line 5 * Line 8 )

10 Total Amount Of Fuel Cost Revenues

( Line 7 + Line 9 )

11 (Over)/Under Recovery
( L i n e 1 0 -  L i n e 4 )

12 Bank Balance Era Of Month
(Line14»Line11 >

13 Miscellaneous Adjustments - Explain Below

14 Adjusted End of Month Bank Balance

15 Bank Balance Accunlated Prior To Jan. 1, 1988

Total to Be Refunded Pursuant to Decision No.~--~------

Prior Months Accumulated Refunds

Current Months Refund: C Line 5 * (8.00228) :)

Total Refund Balance This Report
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.BEFORE THE ARIZONA CORPORATION COMMISSION

IN THE MATTER OF THE APPLICATION OF
ARIZONA WATER COMPANY, AN ARIZONA
CORPORATION, FOR A HEARING TO DETERMINE
THE FAIR VALUE OF THE COMPANY'S WATER
SYSTEM FOR RATE MAKING PURPOSES, TO FIX
A JUST AND REASONABLE RATE OF RETURN
THEREON AND. THEREAFTER, TO APPROVE
RATE scn4EDuLEs DESIGNED TO DEVELOP SUCH
RETURN, AND TO ESTABLISH A PASS THRU
PROCEDURE FOR PURCHASED WATER COSTS.

Doctor no. U-1445-85-037

1>oc1<ET NO.  u-1445-85-036

DECI SI O N no .

IN THE MATTER OF THE APPLICATION OF
ARIZONA WATER COMPANY, AN ARIZONA
CORPORATION, FOR A HEARING TO DETERMINE
THE FAIR VALUE OF THE COMPANY' S LAKESIDE
AND OVERGAARD SEWER SYSTEMS FOR RATE
MAKING PURPOSES TO FIX A JUST AND
REASONABLE RATE OF RETURN 'H-IEREON AND.
THEREAFTER, TO APPROVE RATE SCHEDULES
DESIGNED TO DEVELOP SUCH RETURN.

)
)
)
)
)
)
)
)
)
)
)
)
)
)
)
)
)
)
)
)
)
)

OPINION AND ORDER

DATES OF HEARING : January 27, 28, 29, 30, and 31, 1986
(Pre-Hearing Conference January 23, 1986)

PLACE OF HEARING : Phoenix, Arizona

PRES ID IN OFFI CER : Jerry L. Rudibaugh

IN ATTENDANCE: Marcia Weeks, Commissioner
Sharon B. Megdal, Commissioner

1 RENZ D. JO<ININGS
2 Chairman

MARCIA WEEKS
3 Commissioner

. SHARON B. PEGDAL
4  . Commissioner

5

6

'7

8

9

1 0

1 1

1 2

1 3

1 4

1 5

1 6

1 7

18

1 9

2 0

2 1

2 2

2 3

APPEARAN CES : Fern ore, Craig, Von Ammos, Udall & Powers, by Kent A.
Blake; and Robert W. Geake, Vice President and General
Counsel, on behalf of Arizona Water Company;

I-Ill

Janice M. Urbanic, Attorney, Legal Division,
of Arizona Corporation Commission Staff;

on behalf f

Stephen A. Avilla, Attorney,
0ti1ity Consumer Office;

o n  b e h a l f o f R e s i d e n t i a l

24

25

26

27

28

Martinez & Cur tis, by William P. Sullivan, on behalf of
Pinewood Property Owners' Association;
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v

1
Meyers & Greyer,
Ar Thur P. Blunt;

by A. Paul Blunt, on behalf o f

2 Yvette A . Ruiz, Outreach Worker, o n

Southeastern Arizona Human Resource Council.
behalf o f

3

BY THE COMMISSION:

5 On February 20, 1985, Arizona Water Company ("AWC" or "Applicant") filed

6 a n  Ap p l i c a t i o n  w i t h  t h e  A r i z o n a  C o r p o r a t i o n Commission ("Commission")

'7 requesting a hearing to determine the "f air value" of i t s proper ty f o r

8 rate-making purposes, to fix a just and reasonable rate of return thereon, and
9

t he r e a f t e r , rate schedules saidtO approve designed tO produce return.

10 Therein, AWC speci f ical ly requested establishment of a cost pass-through

11 procedure for purchased water ("PWAM") and continuation of its purchased power

12 adjustment mechanism ("PPAM"). In addition, AWC requested that the Commission

13 determine the "f air value" of i ts Lakeside and Overgaard sewer systems for

14

15

rate-making purposes, t o  f i x  a  j us t  and  reasonab l e  r a t e  o f  r e t u rn  t he reon ,  and

rate schedules des igned to produce sa i d  re turn .1thereafter, to approve The

16 Arizona Residential Utility Consumer Office ("RUCO") , Pinewood Property Owners'

17 Association ("Pinewood"), Mr. A. Paul Blunt ("Blunt") , Southeastern Arizona

18 Human Resources Council ("Southeastern") , and Mr. Norman Andrus requested and
19 were granted permission to intervene.

20 In accordance with the Rate Case Procedural Order of September 23, 1985,

21 AWC published notice of the Application in newspapers of general circulation in

22
i t s  s e r v i c e  t e r r i t o r i e s . AWC also mailed a notice of the Application to each

23
Dr its customers. Affidavits of publication and mailing were filed with the

24 Commission indicating that notice had been completed by November 27, 1985 .

25
This matter came before a duly authorized Hearing Officer o f t h e

26
1

2'7 Although t h i s  l a t t e r request was g i ven a separate docket number, i t
been consol idated with AWC's water ra te  Appl i ca t ion for  purposes
hearing and the issuance of a final Decision thereon.

has
o f

28

•
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U

Commission a t the Commission' s offices i n Phoenix, Arizona, o n
1

2
January 27, 1986. AWC, RUCO, Blunt, Pinewood, and the Commission' s Utilities

3
Division Staff ("Staff") appeared through counsel. Southeastern was

represented by a member of i ts staff . Evidence was presented concerning the

5
Appl ication, and after a ful l  publ ic hearing, this matter was adjourned pending

6
submission of a Recommended Opinion and Order by the Presiding Officer to the

7
Commission.

8
NATURE OF AWC' S OPERATIONS AND PROPOSED INCREASE

9
ARC is an Arizona corporation engaged in providing water service i n

10
eight (8) Arizona counties through nineteen (19) separate systems. During the

1 1
Test Year ("TY") ending December 31, 1984, AWC averaged a total  of 37,800

12
customers. The size of AWC's operat ing systems range from a high of 6,510

13
customers in Casa Grande system to a low of 90 in Strawberry. AWC is a1 so

14
engaged in providing sewer uti l i ty service in the Lakeside and Overgaard areas

15 of Navajo County, Arizona. During the TY, AWG averaged 101 and 16 customers,

16 respectively, in Lakeside and Overgaard.

17 AW C has requested an increase in operat ing revenue for water service

18
(based on 1984 consumption) of $2,750,471 or 22.41. I t  i s  n o t e d  t h a t  i n  t h e

19 last several AWC rate cases, i t was determined that each of AWC's systems would

20 be separately evaluated and considered. AW C purported to be fol lowing this

21 phi losophy in  i ts  proposed ra tes, resu l t ing i n a substantial var iat ion i n

22 increases by system. The proposed rates varied from an 11.3% decrease for the

23 Apache Junction system to a 66.6% increase for the Strawberry system.

number of customers, proposed percentages of increase (decrease), and proposed

The

24

25 r a t e s  o f  r e t u r n  on  " f  a i r  va l u e "  r a t e  b a s e  a r e  a s  f o l l ows :

26

27

28

4
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1 PROPOSED RATE
OF RETURNDIVISION cusTo1~1ERs

PROPOSED
INCREASE (DECREASE)

2

3
11 .Hz

4

5

6

7

8

9

Ago
Apache Junction
Bisbee
Casa Grande
Coolidge
Lakeside
Miami
Oracle
Overgaard
Pinewood
Rimrock
San Manuel
Sedona
Sierra Vista
Stanfield
Strawberry
Superior
White Tanks
Winkleman

693
5135
3279
6510
2680
2725
2997
953
1671
2003
475

1579
3082
1653
165
90

1348
477
285

65 .Z
(-11.3%)
36.7%
27.5%
14,32
31.5%
28.0%
14.7%
24.2%
(-2.0%)
16.974
25.1%
32.3%
1.0%
23.774
66.6%
50.3%
3o.1%
17.9%

6.9%
7.87%
8.3%
7.5%
7.9%
8.2%
7.9%
9.6%
7.0%
7.3%
6.8%
8.8%
7.3%
8.2%
8.9%
9.0%
8.8%
7.7%

12

13
TOTAL 37,800 zz.4z 8.14%

14
AWC has proposed rates for its Lakeside Sewer System ("Lakeside") which

would double the current rates for a residential customer (with one bathroom)
15

16 from $3 to $6 per month. AWC proposed rates for its Overgaard Sewer System

17 ("Overgaard") which would raise the current rates for a residential customer

(with one bathroom) by 14332 from $3 to $46 per month.

RATE BASES (WATER)

20 According to the Staff Report, the Original Cost Rate Base ("OCRB") and

21 Reconstruction Cost Rate Base "(RCRB") were $29,486,935 and $70,060,955,

22 respectively • There was considerable disagreement among the par ties on land

2 3 valuations, trending of advances and contributions, the amount of working

24 capital allowance, and other rate base related means.

25
1. Land Valuations

26
AWC included land accounts at current appraised values in arriving at

27 RCRB I AWC primarily relied upon Ar title XV, §14 of the Arizona Constitution

28 which provides that the Commission shall ascertain the "f air value" of property

Q

18

19

10

11
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4

of each publ ic service corporat ion. Accordingly, AWC argued that the "f air

2 value" of its land devoted to public use at the end of the TY was i ts current

3 appraised value. AWC's appraised values were developed by individual real

4 estate appraisers from the local communities in which the systems are located.

5 None of these appraisers were presented at the hearing to set forth the basis

6 of their opinions. Fur thee, Applicant's expert witness for RCRB testified that

7 hadhe never had any discussions wi th the individual  appraisers. The same

8 witness also testified that the land is being held for utility purposes and not

9 for speculation.

10 Staff  argued that land has histor ical ly been valued at or iginal  cost,  and

11 t he re  i s  no  bas i s  fo r  any  excep t i on  i n  th i s  case . For that reason, Staff

12 recommended that AWC' s land value should be l imited to i ts original  cost for

13 purposes of determining the RCRB. Rico also recommended that the appraised

14 land values be rejected with a corresponding decrease in the RCRB. In addition

15 to the above argument of Staff and RUCO, Intervenor Blunt argued that there was

16 simply no credible evidence supporting increased land values. We concur with

17 Staff and Interveners Blunt and RUCO. Accordingly, the RCRB and 18'vR8 will be

18 adjusted by including land at its original cost.

19 2. Advances and Contributions

20 RUCO and Staff argued that Applicant had not increased its advances and

21 contributions for RCRB as required by A.C.R.R. R14-2-103A(3) (n) . As a result,

22 its FVRB was too high. It was also noted that the Commission trended up these

23 items Appl scant ' s

(April 27.1983) •

i n previous case. See Dec i s i on  No. 53537

24

25 A Staff witness admitted that advances and contributions had not been

26 trended over  the past  severa l  years. Consequently, Applicant argued that

27 cont inuat ion of an establ ished Commission pol icy is in the best interests of

28 the public and the ut i l i t ies. Fur thee, Applicant contended that since advances
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1
and contr ibutions represent a f ixed contractual  l iabi l i ty that does not change

2
with time, there should be no trending.

3
We concur with RUCO and Staff that A.C.R.R. R14-2-103A (3) (n) requires

4
advances and contributions to  be trended upward when computing the RCRB.

5 Fur thee, we wi l l  accept the rat io of  1.914 provided by AW C in Staff  Exhibi t

6 No. 1 for  such trending. This will result in the advances and contributions

'7
Correspondingly ,

8

being increased by $4,443,790 and $3,013,958, respectively.

the RCRB will be reduced by the total of those amounts, or $7,457,748. Awe had

9 reduced the trended amounts b a n er cent condition" f actor.y P That f actor has

10 never been previously uti l ized by this Commission, and AWC did not provide any

1 1 explanation of it. I t  appears that  the percent  condi t i on f  actor  may be a

12 duplication of the accumulated depreciation which has already been trended up

13 in determining RCRB, and, hence, we wi l l reject the per cent condition

14 multiplier.

15 3. Cash Working Capital Allowance

16 RUCO argued that AWC's proposed working capi tal allowance should be

1'7 adjusted by including prepayments and special deposits and subtracting accounts

18 payable and customer deposits. The net  ef fect  of  these adjustments would

19 reduce working capital by $1,234,268. Fur thee, RUCO argued that the Commission

20 should require full lead-lag studies in general rate cases for all utilities

21 similar in size to AWC.

22 AWC asserts that i t  used the "formula" approach in this case as i t has in

23 each of  i ts  prev ious genera l  ra te  f i l i ngs,  and that  the formula approach i s

24 required by A.C.R.R. R14-2-103 and was ful ly supported by Staff herein. I n

25 addition, Applicant argues that RUCO' s recommendation that "lead-lag" studies

26 be used in future cases should also be rejected as an unnecessary expense to

27 the ratepayers.

28 In AWC's previous rate case, both "prepayments" and "special  deposi ts"
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were eliminated from the cash working requirement. AWC argued that prepayments

2
are spec i f i ca l l y  i nc luded by A.C.R.R. R14-2-103 and, hence, should not be

3
eliminated. Special deposits were alleged to be prepayments under a different

4
name. On the other hand, AWC asserted that accounts payable and customer

5
deposits do not represent true sources of cash for working capital purposes.

6
We do not agree with AWC that the ci ted regulations require them to use

'7
the "formula" approach. However, we are of the opinion that i t would be unfair

8
to disal low AW C's use of that approach in the instant case since that would

9
effectively deny AWC any al lowance for cash working capi tal . For the same

10 reasons cited i n AWC's previous rate case, we w i l l again eliminate both

11 prepayments and special deposits from the cash working requirements.

12 We have accepted the "formula" approach in this instance even though the

13 evidence appears to indicate that the cash working capital allowance so derived

14 may be excessive. We will consider this effective reduction in business risk

15 to AWC when the rate of return is esrab1ished.2 In addition, we will require

16 AWC to present a lead-lag study in its next general rate proceeding.

17 4. "Other Deferred Credits and Reserves"
and

"Special Maintenance Reserve" Accounts18

19 According to AWG, the Special Maintenance Reserve Account ("Reserve") was

20 established to equalize on an annual basis the amount needed for the repair and

21 maintenance of water storage tanks. The account fabled as "Other Deferred

22 Credits and Reserves" ("Other") contains funds collected from developers and

23 customers for projects not yet completed. At the end of the TY. the amounts in

24 the Reserve and Other accounts were $199,590 and $540,608. respectively.

25 According to AWC, these accounts are not related to any properties included in

26 i ts rate base and should not be deducted therefrom. The Commission has not

27 z
To the extent  cash work ing capi ta l  has
effectively granted an attr i t ion al lowance.

been overstated, AWG has been
28
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1
required these amounts to be deducted in any of AWC's prior rate proceedings,

2
nor was any Commission decision cited wherein this adjustment was previously

3
proposed.

4
RUCO and Staff both recommended that the Reserve and Other accounts be

5
deducted from AWC's rate base. In f act, Staff recommended that these two

6
accounts be reclassified as "Customer Advances for Construction." Fur thee,

7
Staff recommended that the Other account be trended. We concur with RUCO and

8
Staff that the amount in the Reserve account should be deducted from rate

9 base. On the other hand, the Other account i s clearly attributed to

10
construction projects not included in the rate base. Since ARC accrues no

11
AFUDC on such projects, any deduction of that amount would result i n an

12 unintended penalty to AWC.

13 5. Construction Work in Progress ("CWIP")

14 AWC included $800,014 of (MIP i n its determination of rate base.

15 According to ARC, this entire amount should be included because the projects

16 were completed and in service at year-end 1985. Staff inspected the utility

17 plant and determined that $438,987 of AWC's requested amount was used and

18 useful  at the time of inspection and al lowed that amount in the rate base. We

19 concur with Staff's determination.

20 6. Bisbee P1 ant

21 Intervenor Blunt argued that because of the closing of the Phelps Dodge

22 mine, part of the Bisbee plant was no longer "used and useful". In part icular,

2.5 Intervenor Blunt asserted that some of the transmission lines and mains had at

24 least 15% excess capacity since they had been bui l t to service Phelps Dodge.

25 Additionally, Intervenor Blunt argued that the Napo Highway pumping station and

26 tank were no longer needed to service the Bisbee area. Accordingly, Intervenor

27 Blunt recommended that the OCRB for Bisbee should be revised downward to

28 reflect the aforanentioned excess plant.
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1
AWC's expert witness for the Bisbee division testified that the Napo

2
Highway pumping station and tank were still necessary for all its operations,

3
including f ire protection. Fur thee, AWC argued that even if a 4-inch line

would now be adequate to serve existing customers whereas a 6-inch line was

5
previously needed, the  6- inch  l ine  i s  s t i l l "used and useful" and should be

6
included in the rate base.

7
Although some of the Bisbee system appears to be presently under-utilized,

8
i t i s still "used and useful" within the meaning of Ar title XV, §14 of the

9
Arizona Constitution. This conclusion is corroborated by the Staff report.

10
Hence, we will not reduce either the OCRB or RCRB for Bisbee.

11 7. Rate Base Summary

12 The previous adjustments to rate base are summarized below and result in

13 an OCRB of $29,250,724; an RCRB of $60,146,576; and, a FVRB of $44,698,650:

14 OCRB ADJUSTMENTS RCRB

15 $29 ,486,935 $70,060,955
($z.2z0.420

16

17 ($36,621)
($199.590)

Land Adjustment
Trending of Advances
and Contributions
Working Capita13
Reserve Accounts

($7.457,748)
($36,621)
($199.590)

18
OPERATING INCOME (WATER)

19

20
AWC made numerous proforma adjustments to its actual TY to arrive at its

operating revenues of $12,285,528; operating expenses of $9 ,593 ,034; and,
21

income o foperating $2.692.494. Staff accepted most of the proforma
22 adjustments with one major exception. AWC had included as an adjustment the

23 income tax effects of $295,254 in interest expense. Staff disallowed this

24 adjustment resulting in an increase in operating expenses and a decrease in the
25 operating income. Other areas of disagreement raised by Intervenor RUCO

26 involved Other or Temporary Income ("Temporary") , depreciation expenses on

27 3

28 This figure includes
discussed hereinafter.

the effect adjustments to operating expenseo f
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1
advances and contributions, and the appropriate revenue conversion f actor

2
("RCFII) • AWC's TY operating income as set for  th in the Staf f  Report  was as

3
follows :

4
Operating Revenues
Operating Expenses

$12,285 ,528

5

6

'7

Operating and Maintenance
Depreciation
Taxes-Other Than Income
Income Taxes

Total Operating Expenses

$ 6.1401964
1,277,247
1,226,824
1.076.589

$ 9,721,624
I

8 Net Operating Income S 2,563,904

9

10 Interest Expense

11
AWC made a proforma adjustment in the amount of $295,254 as an estimate of

12
increased interest expense dur ing the year 1985. Staff disallowed this

13
adjustment because it was based upon the estimated cost of AWC's projected

14
future long-term debt issuances. RIJCO, on the other hand, argued that there

15
should be al lowed a proforma adjustment of $49,705 since the actual  interest

16
expense in 1985 increased by that amount. According to RUCO, this adjustment

17
is reasonable and is necessary to maintain a more r ea l i s t i c re lat ionsh ip

18
between revenues, expenses and rate bases.

19
Since in the capi ta l  s t ructure port ion  of this Order we have adj used the

20
amount o f debt t o the end of 1985, we also bel ieve i t  is appropriate to accept

21
RUCO's recommended adjustment of $49,705 in interest expense. This will result

22
in a decrease in the . income tax expense contained in the Staff Report and a

23
corresponding increase in the operating income.

24 2. Other or Temporary Income

25

26
revenues classified as Temporary.

RUCO argued that AWC's operating income should be increased by $55,109 for

A portion of these revenues ($31,109) was

27
due to income from a customer considered tanporary by AVG. Because AWC has had

28
such a customer i n the l ast  two historical test years, RIJCO asserts that one
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1
temporary customer is just being replaced with another, and, accordingly, such

2
revenues should be included. AWC indicated the customer in question was

3
another water company which was unable t o supply its customers' water needs for

a port ion of the TY. Both the revenues received and the expenses incurred were

5
excluded by AWC from its TY results. AWC argued that these were non-recurring

6
expenses and revenues and exclusion from its TY was proper.

'7
AWC also received a management fee ($24,000) from the Uni ted States

8
Farmers Home Administration ("FMHA") for its provision of operating services to

9
y e t  a n o t h e r  wa t e r  u t i l i t y ,  wh i c h  f e e  wa s  n o t  i n c l u d e d  i n  i t s  T Y  r e s u l t s .

10
According to AWC, the corresponding expenses were also excluded. RIJCO argued

11
that this management income should be included because AWC made no adjustment

12 to its general overhead expenses.

13 We concur with AWC that the temporary customer revenues are not part of.

14
its ongoing operations and should be excluded from our determinations herein.

15
We agree with AWC and Staff that the FMHA management fee is not part of the

16 service AWC provides to i t s ratepayers and therefore will be excluded from

1'7
revenues generated by its ongoing uti l i ty operation.

18
3 . Depreciation on Advances and Contributions

19 RUCO argued that depreciation expenses on advances and contributions

20 should be disallowed. I t was RUCO's posi t ion that the primary purpose for

21 depreciat ion is to recover the or iginal plant investment, and, as such,

22 depreciation should be disallowed when there is no investment by AWC.

23 AWC's posi t ion was that p lant bui l t  wi th advances and contr ibut ions are

24
not  segregated f rom the p lant  insta l led wi th Appl i cant 's  funds and,  in  fact ,

25
similarly depreciates in both an accounting and economic sense. Hence, there

26 is no reason to treat them di fferently for depreciation purposes. Staff agreed

27 that the AWC position was appropriate based on current Commission policy and

28 A.R.S. §40-222. We concur and wil l  continue to allow depreciation expense on

4
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1
advanced and contributed uti l i ty plant.

4. Excess Line Losses
2

3
There was a1 so testimony regarding line losses for the Bisbee system being

29.5% during the TY versus the overal l  system average of 9%. AWG indicated

5
that  Bisbee has a h igher  l i ne loss because the system is  very o ld  and the

6 waterlines are buried underneath concrete or other paved material . We also

7 note that AWC demonstrated it was reasonable for some systems to experience

8 losses in the 10-to--20 percent range. This standard was previously adopted by

9
the Commission in Decision No. 53537 for ARC's Pinewood system. We will give

1 0 theAWC benefit of the doubt, and assume that a 20% loss would be reasonable

11
for the Bisbee system. Any losses above 20% will be considered excessive and

12
expenses for the TY adjusted accordingly. Purchased power expenses for Bisbee

13
for the TY should therefore be reduced by $17 ,319.

14
RATE OF RETURN

15
Capital Structure

16 Staff, RUCO, and AW C al l  proposed capi tal  structures that di ffered from

17
that actual ly in place as of the end of the TY. AWC proposed an adjusted 1984

18
end of TY structure. Staff and RUCO both proposed the actual capital structure

19 in existence at or near the hearing date. We concur with Staff and RUCO's

20 approach of updating the structure to as near the hearing date as possible and

21 wil l  accept RUCO's proposal since i t is more current by one month. A summary

22 of the proposed structures follows :

23

24

25

26

27

28
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1

2

Proposed Capital Structures

Oct. 31, 1985 Nov. 30, 1985 Adjusted 1984

3 (Staff) (RUCO) (AWC)

5

Short-Term Debt
Long-Term Debt
Preferred Stock
Common Equity

s 2,860,000
$10,420,697
$ 1,328,400
$14,914,195

$ 3,185,000
$10,420,768
$ 1,328,400
$13,718,964

$ 4,078,875
$10,865,524
$ 1,328,400
$13,605,708

6

7

Percentage of Total

Oct. 31, 1985 Nov. 30, 1985 Adjusted 1984

8 (Staff) (RUCO) (Awe)

9

10
Short-Term Debt
Long-Term Debt
Preferred Stock
Common Equity

9.70
35.31
4.51

50.50

11.12
36.37
4.64

47.88

13 .65
36.37
4.45

45.53

12 Cost of Capital

13

14 stock.

A11 the par ties were in agreement as to a 6% cost rate for the preferred

For long-term debt, RICO, AW C and Staf f  d i f fered only s l ight ly wi th

15 11.35'Z, 11.31% an-d 11.30%, respectively. As before, we will accept RUCO's rate

16 since it was the most current. For short-term debt, Staff proposed a 9.5074

17 prime rate, AW C proposed an 11.25% rate ( i ts estimated incremental  cost for

long-term debt) , and RUCO proposed an 8.15% rate since that was ARC' s actual

average for a 12-month period ending November 30, 1985. According to the

20 testimony at the hearing, the latest avai lable actual  short-term debt cost rate

21 was 8.67Z. Since 8.67% was the most current rate avai lable, we wi l l  accept

22 that as the short-term cost rate.

23

24 142,

Lastly, the proposed equi ty cost rates by AWC, Staff, and RUCO were 17%,

and 12.252, respectively. Although AWC's equity request appears quite

25 high,  th i s  was due in  par t  to  the fact  that  i t  has not  h i s tor i ca l l y  been ab le

26 to earn its "authorized" rate of return. Accordingly, AWC has requested a rate

27 of return which i t  bel ieves wi l l  a l low AW C to have a real ist ic opportuni ty of

28 earn ing i t s  cost  of  capi ta l .

18

19
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1
RUCO's expert witness analyzed the returns on equity for industrial fi rms,

2
electrical utilities, and telephone utilities, and concluded the current equity

3 costs ranged from 14.5%--15 I OZn 13 .sz--14 .OZ » and 13 .0Z--13 .soI respectively.

Fur thee, RUCO concluded that because o f the sir e of ARC, its high proportion o f

5 residential customers, ability to provide internally generated funds for i ts

6 operations and construction expenditures, high interest coverage ratio, and the

'7
lack of competi t ive al ternatives, AWC's equity r isk was considerably less than

8 the aforementioned groups. Accordingly, RUCO recommended an equity range of

9 12 _25Z-_13 .002 I Fur thee, the lower end of th is range, or 12.25Z, was

10 recommended I

1 1 Staff performed a discounted cash forma ("DCF") approach to determine

12 the cost  o f  equ i ty  fo r  AW C. In analyzing 6 electric ut i l i t ies  with bond

13 ratings comparable to AWC, the DCF approach resulted in an estimated cost of

14 equi ty of 14.1Z. Fur thee, after considering the low f inancial  and business

15 risks of AWC, Staff recommended an equity range of 13.75% - 14.25% and selected

16 the midpoint of 14% for i ts point estimate.

l'7 W e bel ieve that AWC's request  of  17% is c lear ly  excessive. Further,

18 reduced inflation and interest rates lead us to conclude that the common equity

19 cost of 15% found to be reasonable in AW C's previous case is presently too

20 high. Both Staff's and RUCO's analyses have certain meritorious aspects, and

21 i t  i s a matter  of  choosing which of  the two is better . In our opinion, Staff's

22 range of 13.75%--14.25% is more appropr iate since i t  is pr imari ly based on

23 objective market measures of cost. However, we are going to allow the minimum

24 of this range, or 13 .75Z, because of the reduced risk to AWC created by a

25 possibly excessive al lowance for cash working capi tal  and our author izat ion

26 herein of both a PPAM and a PWAM.

27

28

4
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Cost of Capital Summary

2
Amount

Percentage
of  Total Cost

Composite
Cost

3 Short~term Debt
Long-term Debt
Preferred Stock
Common Equity

$ 3,185,000
$10,420,769
$ 1,328,400
$13,718,964

11.12%
36.37%
4.64%

47.88%

8.672
11.35%
6.00%

13 .752

.96
4.13
.28

6.585

6
TOTAL $28,653,132 11.95%

'7
AUTHORIZED INCREASE

8
With the adjustments adopted herein, the adjusted TY operating income is

9
So ,549| 843 l Fur thee, the 11.95% cost of capi tal  translates into a 8.22% rate

10 of return on FVRB as established hereinabove.
11

Mult iplying the 8.22% rate of

return by the FVRB produces required operating income of $3 ,494,988. T h i s  i s

12
$945,145 more than AWC's TY adjusted operating income.

13
RATE DESIGN

14 The Commission indicated in AWC's last rate case that i t would require a
15

Cost o f Service to be done in AWC'sStudy ("cogs") next general rate increase

16
appl icat ion. AWC performed its COSS with the basic phi losophy of including as

17
many of the fixed costs as possible in the minimum charge. We note that this

18
was one o f the main concerns of Intervenor Southeastern because low water users

19
wou l d  no t  be  ab l e  t o  p rope r  t i ona te l y  r educe  the i r  b i l l s  by conservation.

20
Moreover, such customers were arguably only using water sufficient to meet the

21
bare necessities.

22
Because the f i xed costs were so h igh in  i ts COSS, AWC modified them in

23
cider to take conservation incentives into consideration as well as the

24
acceptabil i ty of rates to its customers and the Commission. As an example, AWC

25
calculated a $24.42 monthly minimmn charge to cover fixed costs for a 5/8"

26
meter in Bisbee. Because of the large increase this would represent, AW C

27
reduced i ts minimum charge request to $19.50. AWC's proposed increases by

28

•

4
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1 system for 5/8" x 3/4" meters are as follows:

MINIMUM CHARGE EXCESS CHARGES
2

3 Present Proposed Z Increase Present Proposed Z Increase

112.2%

5
62.5%

6

7

8

9

10

11

25.0%
29.2%
87.5%
25.0%
41.7%
58.3%
81.0%
29.2%
47.4%
54.2%
16.7%
41.7%

12

Ajo5
Apache Junctions
Bisbee
Sierra Vistas
Casa Grander
Stanfie1d6
White Tank
Coolidge
Lakesides
Overgaard
Strawberry
miami
San Manuel
Orac1e`
Wink1 eman5
Sedona
Pinewood
Rimrock5
Superior

$12.00
12.00
12.00
12.00
12.00
12.00
12.00
12.00
12.00
12.00
10.50
12.00
9.50
12.00
12.00
12.00
18.00
12.00
12.00

$26.00
12.00
19.50
12.00
15.00
15.50
22.50
15.00
17.00
19.00
19.00
15.50
14.00
18.50
14.00
17.00
18.00
15.00
24.00

25.0%
100.0%

$.335
.176
.152
.157
.087
.188
.148
.094
.320
.507
.097
.212
.053
.384
.098
.097
.388
.300
.185

$.386
.126
.153
.144
.105
.190
.149
.095
.243
.345
.098
.222
.050
.354
.104
.113
.357
.246
.184

15.2%
-28.42

.72
-8.3%
20.72
1.1%
.7%
1.1%

-24.1%
-32.0%

1.0%
4.7%

-5.7%
-7.9%
6.1%
16.5%
-8.0%
_18_0Z
-.Hz

13

14

15 general metered customer class.

In AWC's COSS it allocated the cost of public fire hydrant service to the

Staff performed a limited COSS which separated

This marginally reduced the16 out the charges for public fire hydrant service.

17 minimum charges to the general class of metered customers but resulted in the

charge being increased from $6.00 to $356.00 per month. An

However, no increase in

18 per hydrant

19 increase of that magnitude is simply unacceptable.

20 hydrant charges would be similarly unfair. Fur thermore, the indicated increase

21 should be larger than the overall percentage increase for metered customers.

For that reason we will approve a 33% increase in hydrant rates (from $6 to22

23 as).

24 Both Staff and RUCO expressed concern that rates must not only track costs

25 4
Cents per 100 gallons

26 5

27 6
These systems currently have 1,000 gallons included in minimum.

This system currently has 2,000 gallons included in minimum.

28

16

I!
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1 but a lso must  consider  conservat ion and avoid grossly d ispropor t ional  rate

increases
2

for low volume residential users. Rico recommended smaller minimum

3 charges as well as an inverted rate structure. Staff and AWC recommended that

4 no gallonage be included in the minimum I

5
We share the concerns o f Staff. RUCO, and Southeastern as to the effects

6
of AWC's proposed rates on the low volume water users. Under AWC's proposal,

v by far  the largest  percentage increase is on such low users. Furthermore,

8 since many of the proposed commodity charges are decreased, this rate design

9 will not encourage conservation. Although AWC has utilized FVRB in determining

10 the appropriate rates for each system, we believe this would lead to obvious

1 1 inequi t ies because of the varying age of the di fferent systems. Consequently I

1 2 we will use the OCRB of each system as the basis for determining system revenue

13 requi ranents.

14 W hi le ideal ly we bel ieve that  each system's return should be equal ,  in

15 pract ice th is i s  not  a lways possib le. Under AWC's current rates, the returns

16 across system var ied so great l y  that  i n order to equal ize the returns some

1'7 systems would need very hefty rate increases. Such increases would result in

18 rate shock for AWC's customers and repression that would effectively deny AWC

19 the abi l i ty to earn i ts authorized ROR. Therefore, we wil l move to narrow the

20 dispari ty among systems, but wi l l  not el iminate i t  at this t ime.

21 During public comment, much sentiment was expressed to include gallonage

22 into the minimum charge. W e are wi l l i ng  to  concede o n  t h i s  i s s u e , and

23 therefore, we wil l  order AWC to include 1,000 gal lons in i ts minimum charge in

24 all areas.

25 Taking into consideration the above concern, we authorize AWC to charge

26 the following minimum for 5/af" x 3/4" meters and the following excess charges

27 for all gallonage above that included in the minimum:

28
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1
Division Excess

2

3

5

6

7

8

9

10

Ago
Apache Junction
Bisbee
Casa Grande
Coolidge
Lakeside
Miami
Oracle
Overgaard
Pinewood
Rimrock
San Manuel
Sedona
Sierra Vista
Stanfield
Strawberry
Superior
White Tanks
Winkleman

Minimum
(Includes 1,000 gallons)

$15.00
12.00
13.00
10.00
9.66

14.00
13.00
13.00
15.25
17.00
14.00
12.50
13.00
13.00
13.00
14.00
15.70
15.00
13.00

$4.00
1.89
2.20
1.45
1.52
3.67
2.56
5.31
4.00
3.88
2.30
0.55
1.52
1.50
2.35
2.00
2.75
2.12
1.17

11

12 For the remaining meter sizes, i.e., 1", 1 1/2", 2", 3", 4", and 6",

15 fourteen of the divisions currently have a minimum charge of $23, $36, $54,

14 $87, $148, and $248 per month, respectively. When these rates were authorized

15 in Decision No. 53537, it was noted that minimum charges for the larger meter

16 sizes were grossly underpriced. Fur thee, this was corroborated by both AWC's

17 and RUCO's COSS.

18 Accordingly, these rates should be adjusted upward, and we will approve a

19

20

minimum charge for all the divisions (except as noted below) for 1", 1 1/2",

Z", 3", 4", and 6" of $24, $40, $60, $100, $200, $350. respectively. The one

21 exception is the Pinewood division. For Pinewood we will authorize AWG to keep

22 the current charges for 1", 1 1/2", 2", 3", 4", and 6" meters in place.

23
PPAM and PWAM

24 Applicant argued that both a PPAM and a PWAM would benefit Applicant and

25 its customers by extending the time between rate cases. Fur thee, rate

26 increases will be smaller since increased power and water costs havewill

27 already been passed on to consumers. It was noted at the hearing that AWG

28 revised its request for a PWAM to include only three systems (Ajo, San Manuel,
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and Superior) .

2
Staff recommended approval of a PPAM with adjustments for excessive

3
unaccounted l i n e losses. In general ,  Staf f  would al low l ine losses up to 9%

(system-wide average during TY) for each division to be automatical ly passed

5
through to rate payers. AWC generally supported Staff's recommendation except

6
for  the 9% f igure. Aceording to ANC, consideration should be given to the

'7
different physical and geographical characte r i s t i cs  o f  each o f  i t s  d i v i s i ons.

8 I f  t h i s  wa s done, AW C asserted a f igure of 20% l ine losses would be more

9 appropriate.

10
RUCO argued that AWC did not follow the Commission's Order regarding the

1 1 PPAM approved in the last rate case. The Order speci f ical ly stated that the

12
PPAM should be based on cost per gal lon pumped and  no t  pe r  ga l l on  so l d .

13 Fur thee, Finding of Fact No. 27 of that case was as follows:

14 "A PPAM based on cost per gallon pumped wi11 provide AWC with an incentive

15 to keep water losses at a minimum. "

16 Similarly, Conclusions of Law No. 6 and the seventh Ordering paragraph were

17 consistent with the aforanentioned Finding. I t  i s  no ted  tha t  the  t a r i f f  t ha t

18 was actually implemented was not based strictly on gallons pumped but included

19 an al lowance for the exist ing l ine losses that occurred dur ing the 1981 Test

20 Year. AW C argued that i ts exist ing PPAM tar i f f  is based on pumping costs

21 because i t requires a comparison of current expense on a ki lowatt hour basis

22 with the 1981 pumping costs.

23 RUCO argued that implementation of a pass-through mechanism that departs

24 from the rate case Order i s  v i o l a t i v e of the Scares v . Ariz one Corporation

25 Commission, 118 Ariz. 531,578 P.2d 612 (1978) I Accordingly, RIJCO asserts that

26 a l l PPAM passed through costs which were not based on gallons pumped must be

27 returned to ratepayers. For  that  reason, RICO recommended that customers

28 receive a cred i t of $117,730. RUCO indicated that i t  would support Staff 's
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1 proposal if AWC would refund overcharges from previous power adjustments and in

2 future proceedings would establ ish the  s teps  i t  has taken to minimize power

3
expenses to insure that its pumps and motors were efficient.

Staff recommended against a PWAM because i t did not satisfy a o f s i x

criteria
5

which may enhance the desirability of using an adjustment clause.

6 According to Staff  test imony, i t  would not be pract ical  for  AW C to at tempt to

7 develop its own source of water for the three (3) systems in question.

8 However, Staff was concerned with the reduced incentive for AWC to vigorously

9 oppose any increase in water costs to i t  i f  the PW AM was approved. RUCO

l o concurred with Staff.

1 1 During the TY for the three divisions in question, AWC purchased 100% of

12 its water from the Ajo Improvement Company for i ts Ajo system, and it purchased

13 100% and 77% of i ts water from Magma Mining Company for i ts San Manuel and

14 Superior divisions, respect ively. AW C argued that a PW AM wi l l  al low i t  to

15 expeditiously adjust for known, measurable, and uncontrollable expenses in the

15 Ay o. San Manuel, and Superior divisions.

17 We do not believe that AWC's PPAM tariff was in accordance with Decision

18 53537 sNo. However, the subsequent approval  of that tar i f f  by Staff and the

19 full Commission effectively modi f ied the original  Decision. Fur thee, we do not

20 f ind that  there was any v io lat ion of States. For these reasons, we wi l l  not

2 1 require a refund at this time. We still believe that AWC should have a PPAM,

22 and it should be based on gallons pumped and not gal lons sold. We recognize

23 that this wi l l  not al low AWC to ful ly col lect increased power costs but bel ieve

24 that this will serve as an incentive for AWC to minimize costs. There should

25 be no doubt we are . authorizing a PPAM in which any increases wi l l  be solely

26 based on cost per gallon pumped and not per gallon sold. This means that no

27

28

costs will be passed through to custaners for unaccounted-for water (except in

the base rates) . Unaccounted- for  water  i s  meant  to  not  on ly  inc lude l i ne
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1
losses but uses of water for registrat ion of meters, f lushing of mains and f i re

2 hydrants, etc. Any water  that  i s no t  so ld  d i rec t l y to  a  customer  i s  to  be

3 considered as unaccounted-for water.

As to the PWAM, we believe a similar type of pass-through mechanism, which

5 basedi s on gallons purchased and not gal lons sold, wi l l  p rov i de  su f f i c i en t
T

6 incentive for AWC to hold dawn costs. Consequently, we will a1 so approve a

7 PWAM for the Ajo, San Manuel, and Superior divisions in which no costs are to

8 be passed through to customers for the aforementioned unaccounted-for water.

9 LAKESIDE AND OVERGAARD SEWER SYSTEMS

10 Lakeside

11 According to Staff's analysis, Applicant had operating income for its 1984

12 ofTY $405, resulting in a 1.12 rate of return on f air value rate base

13
(IIFVR8 ll) I Applicant's proposed increase would result in an operating income of

14 $3.572 and a 10.1% rate of return on FVRB. Staff agreed with AWC's proposed

15 rates I We concur.

16 2. Overgaard

17 Accord ing to  Sta f f ' s  ana lys i s ,  App l i cant  had an opera t i ng  l oss fo r  i ts

1984 TY of $2,778.18 Appl icant 's proposed rates would resul t  in an operat ing

i n c ome  o f  $4 , 194  and  an  11 . 71  r a t e  o f  r e t u rn  on  f  a i r  va l u e  r a t e  b a s e ("FVRB") .19

20 Staff recommended rates that would raise the rates by 300%, from $3 to $12,

21 resulting in an operating loss of $1,044. At the hearing, AWC stipulated to

22 Staff's recommendation. We concur.

23 * * * * * * * * * *

24 Having considered the entire record herein and being ful ly advised in the

25 premises, the Commission finds, concludes, and orders that:

26 FINDINGS OF FACT

27 1. AWC is an Arizona corporation engaged in providing water for public

28 purposes within portions of Cochise, Coconino, Gila, Maricopa, Navajo, Pima,
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1
Penal ,  and Yavapai  Counties, Ar izona, pursuant to author i ty granted by this

2 Commission.

3 2. Awe i s an Arizona corporation engaged in providing sewer service for

public purposes within Navajo County, Arizona, pursuant to authority granted by

5 this Commission.

6 3. On February 20, 1985, AWC filed an Application with the Commission for

'7 hearinga to determine the "f air va lue"  o f  i t s  p roper  Ty  fo r  ra te -mak ing

8 purposes, to f ix a just and reasonable rate of return thereon, and to establ ish

g and approve rate schedules designed to produce said return.

10 4. AWC's Appl icat ion in Docket No. U-1445-85-036 also requested the

1 1 Commission to determine the "f air value" of its Lakeside and Overgaard sewer

12 systems for rate-making purposes, to f ix a just and reasonable rate of return

13 thereon, and to establish and approve rate schedules designed to produce said

14 return.

15 5 . In its Applieation, AWC requested establishment of a PWAM and

16 continuation of its PPAM.

17 6. Pursuant to the Rate Case Procedural Order of September 23, 1985,

18 notice of the Appl ication was given to AWC's customers by direct mai l ing and

19 publication on or before Novevember 27, 1985 .

20 7. AWC's adjusted TY operating income (water) was $2,549,843 .

2 1 8. AWC's OCRB, RCRB, and FVRB (water) as of December 31, 1984, are

22 $29,250,724, $55,782,548, and $42,516,636, respectively.

23 9. A fair and reasonable rate of return on AWC's FVRB is 8.2%.

24 10. Operating income of $3,490,258 (water) is necessary to yield a 8.2%

25 rate of return on the above FVRB.

26 AWC must increase operating revenues by $1,763,322 to produce

27 operating income of $3,490,258.

28 12. The proposed PPAM and PWAM will reduce attrition to AWC's operating
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1 income.

2 13 a A PPAM and PWAM based on gallons pumped/purchased will provide AWC

3 with an incentive to keep water losses at a minimum.

14. The approved PPAM and PWAM will not allow any unaccounted-for water

5 costs as defined in the discussion above to be passed through to customers,

6 except through base rates.

7 15. The lead-lag method of determining the working capital requirement

8 for AWC is generally more accurate than the present formula method uti l ized by

9 this Commission, and such a study should be offered by AW C in i ts next rate

1 0 ease.

11 16. In Docket No. U-1445-85-036, AWG requested authorization to increase

12 its rates for Lakeside as follows :
Present
Rates

Proposed
Rates13

14 MONTHLY CHARGES:

15 s 3.00 s 6.00

16

Residential--For each dwelling unit
For each additional bathroom in
excess of one per unit s 1.00 s 2.00

17 $ 3.00 $ 6.00

18

Commercial--For each unit (Store, Office, Shop)
Per each additional toilet in
excess of one per unit s 1.00 s 2.00

19 ADDITIONAL CHARGES:

20 Restaurants--For each commercial garbage grinder
disposal unit and each commercial dishwasher $10 .00 $20.00

21
Laundromats--For each washing machine $ 2.50 s 5.00

22
Wash Racks--For each wash rack $ 5.00 $10 .00

23

24 A11 charges payable monthly, in advance.

25 16. The present rates and charges of AWC for Lakeside produced revenues

26 for the TY ended Decanber 31', 1984, of $3,866; operating expenses of $3,461;

27 net operating income of S405; and a rate of return of FVRB of 1.1Z.

28 17. The OCRB, RCRB, and FVRB for Lakeside as of December 31, 1984, are

ala 23 Decision No.
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1 $ 1 5 ,2 9 7 ;  $ 5 5 ,4 6 3 ;  a n d  $ 3 5 ,3 8 0 ,  r e s p e c t iv e ly .

2 18. The proposed rates and charges of AWC for Lakeside would produce

3 revenues o f $7,732; expenses o f $4,160; net

. 4 $3,572; and a rate of return on f air value of 10.1Z.

operating o p e r a t i n g  i n c o m e  o f

5 1 9 . S ta f f  r e c o m m e n d e d  a p p r o v a l  o f  L a k e s i d e ' s  p r o p o s e d  r a te s .

6

'7 recommended  ra tes  fo r  Overgaard :

20 l T h e  f o l l o w i n g  a r e  t h e  p r e s e n t r a t e s , p r o p o s e d  r a t e s ,  a n d  S t a f f ' s

8
Present
Rates

S t a f f '  s
Recommended

Rates

AWC' s
Proposed

Rates

9 MQNTHLY CHARGES:

1 0

1 1

R e s i d e n t i a l - - F o r  e a c h  d w e l l i n g  u n i t
F o r  e a c h  a d d i t i o n a l  b a t h r o o m  i n
e x c e s s  o f  o n e  p e r  u n i t

$  3 .0 0

s  1 . 0 0

$12.00

s  4 . 0 0

1 2 •
Commercial--For each unlt (Store. Office, Shop)

Per each additional to i let in
e x c e s s  o f  o n e  p e r  u n i t1 3

s  3 .0 0

s  1 . 0 0

$12.00

s  4 . 0 0

s  4 6 .0 0

s 2 .00

s  4 6 .0 0

$ 2 .00

4
1 ADDITIONAL CHARGES:

1 5

16
R e s ta u r a n ts - - F o r  e a c h  c o mme r c i a l  g a r b a g e  g r i n d e r

d i s p o s a l  u n i t  a n d  e a c h  c o mme r c i a l  d i s h w a s h e r $10.00 $40.00 $153 .33

1 7 Laundromats - -For  each  wash ing  mach ine

1 8 Wash Racks- -For  each wash rack

1 9

$  2 .5 0

s  5 . 0 0

$10.00

$20.00

$  38 .33

S 76 .66

21. T h e  p r e s e n t  r a t e s  a n d  c h a r g e s  o f  A W C  f o r  O v e r g a a r d  p r o d u c e d  r e v e n u e s

2 1

2 2

2 0
f o r  t h e  T Y  e n d e d  D e c e m b e r  3 1 ,  1 9 8 4 ,  o f  $ 5 7 8 ;  o p e r a t i n g  e x p e n s e s  o f  $ 3 , 3 5 6 ;

r e s u l t i n g i n a  n e t  o p e r a t i n g  l o s s  o f  $ 2 , 7 7 8 .

The OCRB, R C R B,  a n d  FVR B fo r  O v e r g a a r d  a s  o f  D e c e mb e r  3 1 , 1984, a r ez z .
2 3

$ 2 1 , 3 1 8 ;  $ 5 0 , 4 3 7 ;  a n d  $ 3 5 , 8 7 8 .  r e s p e c t i v e l y .

2 4
23 l The  p ropos e d  ra t e s  a nd  c ha rge s  o f  A W C  f o r  Ov e rga a rd  wou ld  p roduc e

2 5 r e v e n u e s  o f  $ 8 , 4 7 6 ; o p e r a t i n g  e x p e n s e s  o f $4 ,282 ; n e t  o p e r a t i n g  i n c o m e  o f

2 6
$4,194; and a rate of return on f air value of 11.72.

2 7 24 . S t a f f ' s  r e c o m m e n d e d  r a t e s  a n d  c h a r g e s  f o r  O v e r g a a r d  w o u l d  p r o d u c e

2 8
revenues of $2,312; operating expenses of $3,356; resulting in a net operating

24 Oni D e c i s i o n  N o .
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1 loss of $1,044.

2 25. AWC's rate of return on the FVRB of i ts combined sewer operations

3 would be only 3 .552 under the rates authorized hereinafter.

CONCLUSIONS OF LAW

5
AWC is a publ ic service corporation within the meaning of Ar t i le XV

6 of the Arizona Constitution and A. R.S. §§ 40-250 and 40-251 .

'7 2. The Commission has jurisdiction over AWC and of the subject matter of

8 the Application.

g 3 . Notice of AWC's Application was given in accordance with the law.

10 4. T he  r a tes  f o r water serv ice proposed by AW C are not  just  and

11 reasonable.

12 5. The rates and charges for water services establ ished hereinafter are

13 just and reasonable.

14 6. The institution of a PWAM by AWC for its San Manuel, Aj o, and Superior

15 divisions based on the cost per gallon of water purchased with no pass-through

16 to customers thereby of costs associated with unaccounted-for water is just and

17 reasonable.

18 7. The institution of a PPAM by AWC based on the cost per gallon of water

19 pumped wi th no pass-through t O customers of costs associated with

20 unaccounted-for water is just and reasonable.

21 8. The rates and charges for sewer service establ ished hereinafter are

22 just and reasonable.

23 ORDER

24 IT IS THEREFORE ORDERED that Arizona Water Company be, and the same is

25 hereby authorized and directed to f i le wi th the Commission on or before

26 June 30, 1986, a new schedule of water rates and charges consistent wi th the

27 Discussion, Findings and Conclusions of the Commission hereinabove.

28 IT IS FURTHER ORDERED that said new schedule of rates and charges shall be
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1 consistent  wi th the Discussion, Findings, and Conclusions of the Commission

2 hereinabove.

3 IT IS FURTHER ORDERED t h a t  A r i z o n a  W a t e r Company be, and t h e  s a m e  i s

'4 hereby authorized and directed f i l et O with the Commission on or  before

5 June 1, 1986, the fol lowing amended schedule of sewer rates and charges:
LAKESIDE DIVISION

6 MONTHLY CHARGES:

'7
s 6.00

8

Residential--For each dwell ing unit
For each additional bathroom in
excess of one per unit s 2.00

9
$ 6.00

10

Commercial--For each unit (Store, Office, Shop)
Per each addi t ional  toi let in
excess of one per unit s 2.00

11
ADDITIONAL CHARGES :

12

13
Restaurants--For each commercial garbage grinder

disposal unit and each commercial dishwasher $20 .00

14 Laundromats--For each washing machine s 5.00

15 Wash Racks--For each wash rack $10.00

16 A11 charges payable monthly, in advance.

17
OVERGAARD DIVISION

18
MONTHLY CHARGES :

19
$12.00

2O
Residential--For each dwell ing unit

For each additional bathroom in
excess of one per unit s 4.00

21 $12.00

22

Commercial--For each unit (Store, Office, Shop)
Per each addi t ional  toi let in
excess of one per unit $ 4.00

23
ADDITIONAL CHARGES :

24

25

Restaurants--For each commercial garbage grinder
disposal unit and each commercial dishwasher $40.00

26 Laundromats--For each washing machine $10.00

27 Wash Racks--For each wash rack $20 .00

28 A11 charges payable monthly, in advance.
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1 IT IS FURTHER ORDERED that said new schedules of rates shall be effective

2 for a11 service rendered on or after July 1, 1986.

IT IS FURTHER ORDERED that Arizona Water Company shall notify each of its
3

_4 customers of the increased rates and charges authorized herein and the

5 effect ive date as part  of i ts next regular monthly bi l l ing.

IT IS FURTHER ORDERED that Arizona Water Company shall within 90 days of
6
7 the date of this Decision fi le with the Commission a proposed Purchased Power

8 Adjustment Mechanism consistent with the Discussion, Findings, and Conclusions

9 of the Commission hereinabove.

10 IT IS FURTHER ORDERED that Arizona Water Company shall within 90 days of

1 1 the date of this Decision fi le with the Commission a proposed Purchased Water

12 Adjustment Mechanism consistent with the Discussion, Findings, and Conclusions

13 of the Commission hereinabove.

14 I T  I S FURTHER ORDERED t h a t  t h i s  D e c i s i o n  s h a l l become ef fect i ve

15 immediately.

16

17
CHAIRMAN COMMISSIONER COMMISSIONER

20

IN WITNESS WHEREOF, I . JAt4Es MATTHEWS, Executive
Secretary of the Arizona Corporation Commission, have
hereunto set my hand and caused the of f ic ia l  seal  of
th i s  Commiss ion  to  be  a f f i xed a t  the  Cap i to l ,  i n  the
Ci ty of  Phoenix,  th is day of ,
1986.21

22

23 JAMES mATmms
Executive Secretary

24

25 DISSENT
J`LR/sks

26

2'7

28

18

19
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HARCIA WEEKS
CHAIRMAN

JAu£s MATTHEWS
uzcmun ualnuv

RENZ D. JENNINGS
COMMISSIONER

DALE H. MORGAN
co wnsslonsn

ARIZONA CORPORATION COMMISSION

DATE : March 5 19879

DCCKET NO: E-1032-86-020 et al.

TO ALL PARTIES:

Enclosed please find the recommendation of Hearing Officer
Jerry L. Rudibaugh __ who presided at the above hearing.

T h e  r e c o m m e n d a t i o n  h a s  b e e n  f i l e d  i n  t h e  f o r m  o f  a n  O p i n i o n  a n d
O r d e r  o n : .

/

CITIZENS UTILITIES COMPANY (PHASE 1)

P u r s u a n t  t o  A . C . R . R .  R 1 4 - 3 - 1 1 0 . B ,  y o u  m a y  f i l e  e x c e p t i o n s  t o
t h e  r e c o m m e n d a t i o n  o f  t h e  H e a r i n g  O f f i c e r  w i t h i n  t e n ( 1 0 ) d a y s
o f  t h e  a b o v e  d a t e  b y  m a i l i n g  f i v e ( 5 ) c o p i e s  o f  t h e  s a m e  t o  m e
a t  t h e  a d d r e s s  l i s t e d  b e l o w .

The enclosed is NOT an order of the Commission, but merely a
recommendation of the Hearing Officer to the Commissioners.

Ames Matthus
executive Secretary

JM
Enc . Par ties

1

c c :

Mn ursa luunnavou, PHOBHI. ARRONA new / IQ ws eouaneu smart. wcsova. Anszo- asm



BEFORE THE ARIZONA CORPORATION commlsslon

.f L

MARCIA WEEKS
CHAIRMAN

RENZ D. JENNINGS
COMMISSIONER

DALE H. MORGAN
COMMISSIDNER

IN THE MATTER OF THE COMMISSION'S
COMPLAINT AND ORDER TO SHOW CAUSE
AGAINST CITIZENS UTILITIES COMPANY,
SUN CITY WATER COMPANY, SUN CITY
SEWER COMPANY, SUN CITY WEST UTILITIES
COMPANY.

)
)
)
)
)
)
)

DOCKET no. E-1032-86-020
DOCKET NO. U-1656-86-020
DOCKET no. U-2276-86-020
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IN THE MATTER OF THE APPLICATION OF
CITIZENS UTILITIES COMPANY FOR RATE
ADJUS'rt4ENTS FOR WATER SERVICE IN
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g IN THE MATTER OF THE APPLICATION OF
cITizEns UTILITY COMPANY FOR RATE
ADJUST1~N8NTS FOR SEWER SERVICE IN
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COMPLAINT AND PETITION FOR AN ARIZONA )
CORPORATION COMMISSION HEARING TO )
DETERMINE THE EARNINGS OF THE CITIZENS )
UTILITIES COMPANY, SANTA CRUZ ELECTRIC, )
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OPINION AND ORDER
(PHASE I)

DATES OF HEARING: August 20, 1986 (pre-hearing conference); August
28, 29, 30; September 2, 3, 4, 5, 8 and 9, 1986

z7 ,

10

11

12

13

14
PLACE OF HEARING: Phoenix, Arizona

PRESIDING OFFICER: Jerry L. Rudibaugh
15

IN ATTENDANCE :
16

Renz D. Jennings, Chairman
Marcia Weeks, Commissioner
Sharon B. Megdal, Commissioner

17
APPEARANCES : Evans, Kitchel & Jenckes, P. C. , by Lex J. Smith and

Robert J. It kin; John H. Engel and J. Michael Love,
Attorneys on behalf of the Respondents;

20
Neal J. Beets, Chief Counsel,
Janice M. Urbanic, Staff Attorney,
Arizona Corporation Commission Staff;

Legal Division;
on behalf of the

21

22
Stephen A. Avilla, Staff Counsel; Constance L.
Trevar tin, Staff Counsel, on behalf of the Residential
Utility Consumer Office;

23

24
David C. Kennedy, Attorney, on behalf of the Sun City
Taxpayers' Association; George Selden, et al.;

25 James E.
Kinsman;

Chavez, Attorney, on behalf of the City of

26
Gerald 0'Brien, in propia person;

f• 27

28

18

19
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1
BY THE comm1ssIon=

2 On June 26, 1984, George Selden, e t  a l . , f i l ed  wi th  the  Ar i zona
3

Corporation Commission ("Commission") a customer rate Complaint ca l l i ng  fo r a

4
hearing to determine just and reasonable rates for the Sun Ci ty W est Ut i l i ty

5
Company ("scwuc")_

6
U t i l i t i e s Company

Similar complaint peti t ions regarding the rates of Citizens

l l • , l l(  Ci t i zens ) , Mohave Electric Division
|»)-("M0have-E 9

7
Citizens, Santa Cruz Electric and Gas Division ("Santa Cruz"); Sun City Water

8
Company ("SCWC"); and Sun City Sewer Company ("SCSC") were f i led wi th the

9
Commission by interested customers on August 22, 1984; August 22, 1984; and

10
March l l , 1985, respectively.

Preliminary hearings were held on February 12, February 13, June 11,
12

June 17, and June 18, 1985, regarding the complaint  pet i t ions f i led against
13

SCWUC and Mohave-E. In addi t ion, at i ts regular ly scheduled Open Meeting of
14

June 12, 1985, the Commission awarded a contract to Technical  Associates,
15

Incorporated ("TAI") for the invest igat ion of Citizens and i t s subsidiaries.
16

On November 30, 1985, TAI issued i ts f inal  Report of Investigation ("Report")
17

making numerous recommendations concerning Citizens' organization, accounting
18

and recordkeeping, management practices, and rates.
19

20
As a result of the above Report, the Commission issued a Complaint and

Order to Show Cause ("ESC") in Decision No. 54894 (February 1, 1986), ordering
21

Citizens, SCWC, SCSC, and SCWUC to appear before the Commission to show cause
22

why the recommendations of TAI should not be adopted in their enti rety. The
23

OSC was consolidated with the SCWUC, SCWC, SCSC, Mohave-E, and Santa Cruz rate
24

Complaints ; and also with the Applications of Cit izens, Mohave County
25

Wastewater and Water Divisions ("Mohave-W&W") for a rate increase. These
26

latter Applications had been filed on September 22, 1983 .
27

1

28 Where appropriate in view of the context, the term "Citizens" wi l l  also be
used to denote i ts various divisions and subsidiaries.

•
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1 Hearings were scheduled in four (4) phases commencing with Phase I on

2 June 23, 1986, at the Commission's offices in Phoenix, Arizona. Phase I was to

3 address generic issues of rate of return and Citizens' organization, accounting

4 and recordkeeping, and management practices.

5 The Arizona Residential  Uti l i ty Consumer Off ice ("RUCO"); Sun City

6 Taxpayers Association and George Selden, et al. ("SCTA"); Mr. Gerald J. 0'Brien

'7 (":[intervenor O'Brien"); and the Proper Ty Owners and Residents Association

8

9

("PORA") requested and were granted permission t o intervene i n Phase 1 .

Intervenor 0'Brien and PORA were declared a single (addit ional) class of

10 interested persons for purposes of hearing pursuant to A.C.R.R. R14-3-105.

1 1 On April 14, 1986, RUCO fi led a Motion to Continue which was granted

12 in par t by Decision No. 55022 (May 7, 1986). Pursuant to that Decision, a l l

13

14

the Phases were rescheduled with Phase I commencing on August 22, 1986.

On July 17, 1986, the Agua Fria Division ("Agua Fria") of Citizens and

15 the Tubae Valley Water Company, Inc. ("Tubae Val ley") , filed for rate

16 increases g By Procedural Order dated August 12, 1986, the Agua Fria and Tubac

l'7 Valley Applications were consolidated with the OSC.

18

19 of the

Phase I of this matter came before a duly authorized Hearing Officer

A1'izoD8,Commission at the Commission' s offices in Phoenix, on

20 August 22, 1986. Rico, AcTA, and the Commission's Utilities

21

Respondents,

D i v i s i o n  S t a f f  ( " S t a f f " )  a p p e a r e d  t h r o u g h  c o u n s e l . I n t e r v enor  0 '  B r i en  appear ed

22 pro Se. Evidence was presented concerning the OSC, and after a ful l  publ ic

23 hearing, this matter was adjourned pending submission of a Recommended Opinion

24 and Order by the Presiding Officer to the Commission.

25 NATURE OF CITIZENS' OPERATIONS

26 Citizens is a Delaware corporation authorized by this Commission to

27 provide water, wastewater, telephone, electr ic, and gas service to the publ ic

28 within portions of Mohave, Maricopa, and Santa Cruz Counties, Arizona. During
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1 1985, Citizens had $267 million of revenues from its utility operations in a

2 ten (10) state area. Approximately 412, or $109.4 million, of those operating

3 revenues came from Arizona. Citizens is Arizona's fifth largest utility in

4 terms of operating revenues.

5 Mohave-W&W, Mohave-E, Santa Cruz, and Agua Fr ia  are  a l l  opera t i ng

6 divisions of Citizens. svc, SCSC, SCWUC, and Tubac are Arizona corporations

7 and wholly owned subsidiaries of Citizens.

8 COST OF CAPITAL

9 Capital Structure

10 Ci t i zens ' actual capital structure consists o f

11

consolidated

l I 2approximately 70Z equity and 302 debt. Because of the tax advantages of debt,

12 RUCO and Staff proposed a hypothetical  capi tal st ructure which included a

13 larger percentage of debt. RUCO proposed a capital structure consisting of 552

14 debt and 452 equity. Staff proposed a variety of structures ranging from a 4578

15 debt ratio for gas operations to a 5574 debt ratio for water/wastewater

16 I 3operatlons.
17 RUCO and Staff argued that Ci t izens' capi tal  structure enhances the

18 investors '  i n terests  a t  the expense of  i ts  ra tepayers. Since the additional
19 capi ta l  costs  are , in a sense, imprudent,  RUCO and Staff  bel ieve that they

20 should be eliminated from the cost of service just as other state commissions
21 have done by using a hypothetical capital structure for Citizens.

22

23 2

24

25

26

W e a l so  no te  tha t  C i t i zens ' percentage of equity has been gradual ly
increasing. As of December 31, 1980, Citizens had 67.371 equity and by
December 31, 1985, the equity percentage had increased to 70.22. I t  i s
a l so  noted that  Ci t i zens has the h ighest  bond ra t i ng (AAA) from both
Standard and Pools and Moodys. In addi t ion, i t  has a very high coverage
ratio (nine [9] t imes) compared wi th other f inancial ly sound uti l i t ies.

27 3
No par ty suggested that the actual capital structures of SCWUC,
SCSC be used in establishing an appropriate cost of capital.

svc, or
28
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1 Citizens notes that i f advances are taken into consideration, the

2
o f i t s Arizona operations i s only see which is

3

percentage equity for

"consistent with" the industry norm of 46.12 debt. The company also argued

4 that i f  a hypothet ical  capi tal  structure were going to be used, considerat ion

5 should be given to using hypothetical expenses, etc.

6 The parties were in agreement that there is no one optimal capital

7
st ruc ture  tha t  can be used fo r  a l l  compan ies. Fur thee, no one presented

8 evidence to demonstrate what the optimal structure for Citizens would be. For

9
that reason, we will reject the proposed hypothetical capital structures.

10 What clearly was demonstrated by the evidence was that Ci t izens'

current equity percentage is excessive and results in excessive after-tax costs

12 This was demonstrated not only by RUCO and Staff witnesses but

13
for ratepayers.

by Citizens' witnesses as well. Citizens witness Dr. Morin, in his discounted

14 cash flow ("DCF") calculations, included a list of 28 high quality electric
15

u t i l i t i e s for comparability purposes. The average common equity ratio for

16
these 28 high qual i ty electrics was 4774 with none exceeding 60Z. Similarly s

1'7
Dr .  Mor i n  had  a  l i s t  o f  14  h i gh  qua l i t y  na tu ra l  gas  u t i l i t i es  wh i ch  had  an

18 Another of

19
average common equity of 532 with only one exceeding 602 (67z).

Mr. Morin's l ists included the seven (7) Bell Regional Holding Companies whose
20

common equity averaged 6174 with a high of 631. Hence, we must conclude even

21
from Citizens' own witness that an upper limit of reasonable common equity

22 l 1 4percentage is approximately 60%.
23

We also reject Citizens' inclusion of advances in its captial
24

st ruc ture  and i ts  conc lus ion  tha t  the  equ i ty  percentage i s  on l y  562. The

25
debt-equi ty ratio of 30 - 70 does not change by including advances.

26
4

27

28

See also Decision No. 54843 (January 10, 1987), wherein we cautioned
Mountain States Telephone & Telegraph Company against increasing i t s
equity ratio from 5571 to over 60%.
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1 Since Citizens ' capital structure contains an equity percentage

2 exceeding the upper l imit of reasonableness, we are going to penalize Citizens

3 by the disal lowance of excessive capital costs. An appropriate minimum penalty

4 in this case is a 174 (100 basis points) reduction in Ci t izens' cost of common

5 equity.

6 Cost of Debt

7 According to Citizens witness Ms. Allen an, its actual cost of debt as

8 of December 31, 1985, was 7.12Z. Staff has recommended using a rate of 974 in

9 order to reflect a higher risk based upon hypothetical capital structure

10 recommended by Staff. RUCO witness Dr. Wilson used a debt cost of 8.1374 in his

1 1 hypothetical capital structure. Since we have rejected a l l hypothetical

12 capi ta l  st ructures,  we wi l l  a lso re ject  hypothet ical  debt  costs. Accordingly,

13 we find the cost of debt in this case to be 7.12Z.

14 Cost of Common Equity

15 There was l i tt le agreement on the proper return for Citizens' common

16 equity. The experts' recommendations ranged from a high of 14.002 (Citizens)
\

l'7 to a low of 11.5% (1wco). In between was Staff's recommendation of 12.0%. It

18 is noted that these disagreements were fur thee accentuated because of the

19 differing capi tal  structures proposed in this case.

20 A11 the experts presented an estimate of the cost of common equi ty

21 using the discounted cash f low model ("DCF"). Citizens witness Dr. Morin

22 arrived at his 1471 recommendation by applying the discounted cash flow model

23 ("DCF") to var ious control  groups of companies of perceived simi lar r isks as

24 well as Citizens' specific data.

25

Dr. Morin used the risk premium method on

Ci t izens'  data for  both a ten (10) year per iod and a two (2) year per iod as a

26 check for his recommended return on equity. Staff's witness, Dr. Ilea, also

27 applied the DCF model to groups of companies he perceived as comparable to

28 Citizens to  ar r ive  a t  h is recommendations. Fur thee, Dr. Ilea performed DCF

•
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1 analysis on Ci t izens'  speci f ic data. RUCO's witness, Dr. Wilson, in applying

2 his DCF model, used 98 electrics which he perceived as similar to Citizens.

3 Intervenor O'Brien did not present any evidence a s t o Citizens'

4

5

overal l  cost of equity but argued that the cost of equity for SCWUC should be

a t  l eas t  one  (1 )  pe rcen t  l ess  than  C i t i zens '  average  cos t  o f  equ i t y .

(1)  the construct ion of  the

The

6 primary reasons given by Intervenor 0'Brien were:

7 water and wastewater f faci l i t ies i n  Sun Ci ty  W est  has been borne by the

8 developer ;  and,  (2)  the cost  o f  equi ty  for  water  and wastewater  u t i l i t i es i s

9 less than that of electric and gas utilities.

10 The Commission has repeatedly expressed its preference for  object ive

1 1 market-based measures provided by DCF analyses. Additional Ly, company specific

12 data is general ly more compel l ing. In  th i s  case ,  on l y  D i s .  Mor i n  and  I l ea

13 presented analyses of Citizens' specific f inancial  data. Dr. Morin applied the

14 DCF model  to Ci t izens and arr ived at three (3) di f ferent costs of equi ty using

15 an h is tor i ca l  d i v idend growth ra te ,  an analysts '  growth expecta t ion,  and a

16 sustainable growth formula. For histor ical  growth, Dr. Morin used the growth

17 in dividends over  the last  f i ve (5)  year  per iod (1982 1986)  to  ar r i ve at  a-

18 8.5554 growth rate. Dr. Morin also calculated the earning growth rate for the

19 same period at 8.84% but concluded that dividend growth was the more rel iable

20 of the two since they are less susceptible to f luctuations.

21 For his analysts' growth expectation, Dr. Morin used the consensus of

22 analysts' forecasts contained in the May, 1986, Institutional Brokers Estimate

23 System ("IBES") Summary Stat i s t i c  Data Base. This forecast contained an

24 expected 92 earnings growth, while Value Line forecast a dividend growth f actor

25 of 8.52 over the next f ive (5)  years. We note that Dr. Morin chose the analyst

26 earnings growth rate in spite of his argument that dividend growth was a better

27 measure. In addi t ion, Staff pointed out that i t appears the IBES consensus of

28 analysts was,  in f act, t he  fo recas t  o f  one  (1 )  ana l ys t . Consequently, we
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believe the 8.5% Value Line dividend growth f actor is more reliable than the 9Z
2

IBES earnings growth.

3
In his third method o f estimating growth, Dr . Morin used the

4
sustainable growth method which takes into account not only growth due to

5
retention of earnings but also growth due to sale of new common equity through

6
the stock dividend paying Series A common stock.

'7
method was calculated to be 8.147.

The growth rate using this

We note that Series A stock represents 842
8

of Citizens' outstanding stock.
9

The only other  wi tness to determine a return on equi ty based upon
10

He calculated growth rates using histor ical  andcompany data was Dr. Ilea.
11

prospective DCF analysis of 3.2Z and 2.7Z, respectively. W e f i nd that  the
12 evidence does not support such a low growth f actor and accordingly reject
13

Dr. Ileo's growth ca1<:u1ations.
14

For each of his aforementioned DCF growth rates, Dr. Morin added on
15

his calculated expected dividend yield of 4.54IZ. Included i n the dividend

16
yield was a growth f actor of .2274 in order to correct for quarter ly payments

17
This Commission has previously rejected similarinstead of annual payments.

18
cor rect ions for  quar ter l y  d i v idends and wi l l  do so again  in  th i s  case. See

19
Decision No. 54843. W e are  not  conv inced that  th i s  f  actor  i s  not  a l ready

20
encompassed in the growth portion of the DCF model. Accordingly,  we wi l l

21
reduce Dr. Morin's expected dividend yield to 4.32Z.

22
Dr. I lea calculated an expected dividend yield for  his histor ical  and

23
prospective DCF analysis of 7.62 and 5.52, respectively. Just as we found the

24
evidence did not support his low growth rates, we find no support for such high

25
dividend yields.

26
From all this, we conclude that an appropriate growth rate ranges from

27
82 to 8.5% with a dividend yield of approximately 4.32. Combining the growth

28
and yield rates, we f ind that Ci t izens'  cost of equi ty is in the range of 12.3%

0
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1 to 12.81. Because of the lack of preciseness inherent in any cost of equi ty

2 determination, as we l l as declines i n overal l capita l costs apparent at the

3 t i me  o f  t h e  i n s t a n t  h e a r i n g ,  we  f i n d  t h a t  a  r a n g e  o f  1 2 . 0 7 4  t o  1 3 . 0 2  i s

4 appropriate i n  t h i s case. Fur thee, because of the continued decl ine i n

5 interest rates since the hearing, we f ind the low end of the range, or 1274,  i s

6 proper \

'7 Cost of Capita l  Di f ferent ia l  by Type of Ut i l i ty Service

8 Dr. Ilea argued that we should determine a different cost of capital

9 for each basic type of service, with water/sewer having the lowest cost and gas

IO | 5the highest. Intervenor 0'Brien likewise argued for a lower equity cost for

11 water all sewer service.

12 Rate of return differentials are theoretically valid. However, our

13 initial determination to reject RUCO's requested consolidation of all Citizens'

14 , . s » 6
operations Into one (1) large omnibus hearing and, to instead enter Decision

15
No. 54894 (allowing for consol idat ion of specific issues), was at least

16 par tally indicative of our intent to determine the cost of capital issue on an
17 overall company basis. Moreover, the differences in equity returns testified

18 to by Dr. Ilea are not par ticularly significant (20 basis points, with the

19 primary dist inct ion being the various hypothetical o r optimal capital

20 structures and attendant debt costs recommended by Dr. I lea and previously

21 rejected herein. Final ly,  we found the evidence as to respective business

22 risks of water/sewer, electric, and gas service to be somewhat contradictory.
23 For these reasons, we will reject cost of capital differentials at this time
24 and use 9.84% for all our subsequent determinations in the instant OSC.

25
5

26 Electric distribution service would f all in the middle. Telephone service
was not considered by TAI, and its appropriate capital costs will be
determined in a wholly separate proceeding.27

6

28 See Decision No. 54394 (March 4, 1985).
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Cost of Capital Summary
(12/31/85)

2

3
Percentage of

Total Cost
Composite

Cost

4 Debt
Common Equity

29.82
70.22

7.12Z
11.0027

5

2.1274
7.722
9.842

6

'7
Fair Value Determination and Rate of Return

8
Ci t i zens argued that  Ar izona is  a return on "f air va lue"  ju r i sd i c t i on

9
and not an original cost jur isdict ion.

10

According to Ci t izens, on l y  the i r

witness, Dr. Christy, presented any "f ai r  value" evidence. A l l the other

11
parties simply took their cost of capital and mathematically determined a "f air

12
value" return, which Citizens argued was an unconstitutional method.

13
Dr. Christy used data from the 16 year period 1950-1965 on three (3)

14
different groups to arrive at  his f  air return on common equity. He concluded

15
that one (1) utility (AT&T) was most like Citizens and after adjusting AT&T's

16
returns for i n f l a t i on , determined Ci t i zens ' f air" return on common equity

17
would be 7.92. This data is hopelessly dated and even for the period under

18
examination, adjusts for only the modest level of expected inflation during the

19
50's and early 60's and no t  fo r  the  much  h i gher  l eve l s  o f  ac tua l  i n f l a t i on

20
inherent i n our current e 8timates o f reconstruction cost new rate base

21
(IIRCRBII) • Moreover, Dr. Christy also confused the much higher actual returns

22
of that  era wi th required returns.

23

24

25

26

27

28
7

Figure includes 1% disal lowance for inefficient capital  structure.
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1
Dr. Christy determined his f air value rate base by adding together

2
weighted original cost rate base ("oRB") and weighted RCRB. The OCRB

3
weighting was determined by the debt ratio of the capital structure, and that

4
of RCRB was determined by the common equity ratio i n  the  cap i ta l  s t ruc tu re .

5
Hence, instead of having the traditional 501 OCRB and 502 RCRB in determining

6
the FVRB, under Dr. Christy's proposal, the OCRB would have a 30% weight and

7

8 similar in

the RCRB would have a 702 weight.

ChristyDr. has given testimony other

9
Although

jurisdictions, his method has never been adopted. By using the amounts of

10
common equity and debt as weights to determine FVRB, any excessive amount of

1 1
common equity will result in an overstatement of FVRB. Since in this case it

12
is clear that Citizens' capital structure has an excessive proportion of common

13
equ i t y ,  i t  f o l l ows  tha t  Dr .  Ch r i s t y ' s  me thod  wi l l  ove rs ta te  the  FVRB i n a

14

15
manner similar to how he has overestimated the required "real" return on equity

Accordingly, we will reject Dr. Christy's proposal.for the years 1950-1965.
16

CITIZENS' STRUCTURE AND OPERATION

17
Based on i t s i nves t i ga t i on , TAI concluded that Citizens'

18

19
"... structure and operation poses a formidable barrier (if not a deterrent)

to effective regulation". As a result of that conclusion, TAI recommended a
20

fully staffed Phoenix Administrative Dffice ("pAt") be established by Citizens
21

with an official of at least the vice-president level in charge.
22

Staff argued that Citizens cannot be effectively regulated under its
23

present structure and operat ion wi thout an inordinate amount of time and
24

According to Staff, the local managers for Citizensresources being expended.
25

did not testify at Citizens hearings and were incapable of explaining their
26 Fur thee, since the rate-making information and records wereoperating results.
27

not in Arizona, the rate case expenses are very costly for all concerned. As a

28
result, Staff urged that Citizens be required to maintain all per eminent records
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1 in Arizona and to assign a person who can promptly answer questions. As an

2 alternative, Staff recommended Citizens fi le a complete set of workpapers and

3 source documents with each rate case filed.

4 Citizens pointed out that TAI made their recommendation regarding a

5 PAO prior to personnel from TAI even v i s i t i ng  any of Citizens' Arizona

6 offices. In f  act, the author of the recommendation never visited Citizens'

7 offices in Stamford, Connecticut, l e t  a l one  i n  Ar i zona . Additionally, TAI

8 never asked any permanent Staff members or others f fami l iar wi th Citizens for

9 their viewpoints.

lO As to the al leged accounting problems, Ci t izens argued that TAI was

1 1 unable to c i te an discrepancies between Citizens' books and those accounting

12 practices required by Commission's rules, regulations and decisions. Although

13 Citizens concurs that the Commission has the authority to require the

14 production o f rel Ev ant do cement s for review, Citizens argues that the

15 Commission does not have the authority to direct changes in office locations or

16 specific increases of staffing levels.

17 In  i t s  response to Commission Order No. 55262 (October 29, 1986),

18 Ci t izens provided a " least  cost"  p lan for  reta in ing the books and records of

19 Citizens' Arizona utility operations in Arizona. Pursuant to that plan, the

20 necessary records would be maintained at the Kinsman telephone administrative

21 off ice in Kinsman, Ar izona. Kinsman was chosen for the site because Mohave

22 County is Citizens' largest customer and revenue base. According to Citizens'

23 est imates, i ts plan wi l l  cost approximately $40,000 to $50,000 on an annual

24 basis.

25 Staff suggested several modifications to Citizens' proposal, including

26 changing the locat ion to Phoenix instead of Kinsman. In addition, Staff

27 recommended the off ice be staffed with a senior staff person who can answer

28 informational questions . RUCO similarly recommended that a PAO be established
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1 to maintain all Arizona-related records for purposes of effective regulation.

2 Fur thee, RUCO argued that any additional costs for this office should be borne

3 by Citizens, since they chose to set up their headquarters on the East Coast.

4 We concur with TAI that it would be administratively easier for the

5
Commission to regulate Citizens if that company had a fully staffed PAO. There

6
would also be some advantage to Phoenix-based interveners such as RUCO. W e

7
also want to make it clear that in spite of the assertions of Citizens to the

8
contrary, a PAO would result in benefits to Citizens' customers as well as the

9
Commission. Face-to-f ace discussions of ten eliminate some of the barriers and

10
miscommunications that can occur via telecommunications/written correspondence.

11
However, it is not as clear that it would be more cost effective and

12
efficient to have a PAO. We note that no cost-benefit analysis was done by any

13
of the par ties involved in this proceeding. Even before a cost-benefit

14
analysis can be performed, a clearly defined problem needs to be identified.

15
We do not believe that was done in this case. The f act that TAI arrived at its

16 Commission Staff or on-site visits toconclusion without any input from

17
Citizens' Arizona offices reduces our confidence in the conclusion reached.

18 We do accept TAI's alternate recommendation regarding Citizens' filing

19
of a complete set of workpapers and source documents with each rate case

20
That is the absolute minimum for a company which does not maintain allfiled.

21
of its Arizona records within the state. Moreover, par ties of record in rate

22
proceedings will also be furnished these workpapers and source documents upon

23
In addition, we will require Citizens to provide a current listing ofrequest I

24
personnel to whom each type of problem/information confronted/needed by the

25
Commission should be directed, along with corresponding toll-free (collect)

26
phone numbers .

27
In order to determine if and what problem exists, we will have the

28
Utilities Division maintain a log over the next six (6) months in which
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1 correspondence between the Commission and Citizens will be maintained. Any

2 problems should be ident i f i ed, and after a that period, the log should be

3 reviewed by the Utilities Division to determine if a problem exists that needs

4 to be corrected. A Staff Report analyzing the problem as well as Staff's

5 recommended action thereon (and the estimated cost) should be prepared and

6 filed with the Commission.

7 MISCELLANEOUS

8 Allowance for Funds Used During Construction "AFUDC"

g Intervenor 0'Brien alleged that Citizens was improperly accruing AFUDC

10 OD plant financed with Industr i a l Development Rev €D\1€ Bonds (IIIDRBI sill U

11 Citizens indicated they follow an accounting method adopted by the Federal

12 Energy Regulatory Commission (AR-13) and, hence, no adjustments are required

13 for these AFUDC accruals.

14 We concur w i t h C i t i z e n s that there was no evidence tha t the

15 aforementioned AFUDC accruals were improper. The Commission previously

16

17

approved this method for another utility using significant amounts of IDRB's

(Tucson Electric Power Company) in Decision No. 53815 (November 28, 1983).

18 However, there is some confusion in the record as to the proper AFUDC

19 rate. The Commission, in Decision No. (March 18, 1987) again noted its

20 preference for the accrual of AFUDC on a net of tax basis and directed

21 Citizens' Arizona telephone operations to accrue AFUDC on an after tax basis

22 Consequently, we wil l instruct Citizens and al l i ts

23

for eligible CWIP.

divisions/subsidiaries (other than telephone) to calculate AFUDC on a net of

24 tax basis using the equity cost adopted herein.

25 * * * * * * * * * *

26 Having considered the entire record herein and being fully advised in

2'7 the premises, the Commission finds, concludes, and orders that:

28
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1 FINDINGS OF FACT

2 1. Citizens is a Delaware corporation duly authorized to provide

3 utility service in various counties throughout the State of Arizona.

4 2. SCWUC is an Arizona corporation engaged in providing water and

5 sewer services to the public for profit within portions of Maricopa County,

6 Arizona, pursuant to authority granted by this Commission.

'7 3. s v c is an Arizona corporation engaged in providing water

8 services to the public for profit within portions of Maricopa County, Arizona,

9 pursuant to authority granted by this Commission.

IO 4. SCSC is an Arizona corporation engaged in providing sewer

services to the public for profit within portions of Maricopa County, Arizona,

12 pursuant to authority granted by this Commission.

13 5. Mohave-E is an operating division of Citizens engaged in

14 providing electric services for profit within portions of Mohave County,

15 Arizona, pursuant to authority granted by this Commission.

16 6. 0ohave-W&W is BI! operating division of Cit wizens engaged in

1'7 providing water and sewer services to the public for profit within portions of

18 Mohave County, Arizona, pursuant to authority granted by this Commission.

19 7. Santa Cruz is an operating division of Citizens engaged in

20 providing electric and gas services to the public for profit within portions of

21 Santa Cruz County, Arizona, pursuant to authority granted by this Commission.

22 8. Agua Fria is an operating division of Citizens engaged in

23 providing water services to the public for profit within portions of Maricopa

24 County, Arizona, pursuant to authority granted by this Commission.

25 9. Tubac is Arizona corporation engaged in providing water services

26 to the public for profit within portions of Santa Cruz County, Arizona,

27 pursuant to authority granted by this Commission.

28
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1 10. Tubae, SCWUC, svc , and SCSC ar e  who l l y owned operating

2 subsidiaries of Citizens.

3 11 | 0n September 22, 1983, Mohave-W&W f i l ed  App l i ca t i ons  fo r  r a te

4 increases.

5 12. On June 26, 1984, George Selden, et al . ,  f i led a customer rate

6 Compla in t  ca l l i ng for  a  hear ing to  determine just  and reasonable ra tes for

7 scwuc •

8 13. On August 24, 1984, interested customers f i led a customer rate

9 Compla in t  ca l l i ng for  a  hear ing to  determine just  and reasonable ra tes for

10 Mohave-E.

11 14. On August 24, 1984, interested customers f i led a customer rate

12 Compla in t  ca l l i ng for  a  hear ing to  determine just  and reasonable ra tes for

13 Santa Cruz .

14 15. On February 12 and 13, 1985, the Commission held prel iminary

15 hearings on the SCWUC Complaint.

16 16. On March 11, 1985, interested customers f i led a customer rate

17 Complaint call ing for a hearing to determine just and reasonable rates for SCWC

18 and SCSC.

19 17. On June 12, 1985, the Commission awarded a contract to TAI for

20 the investigation of Citizens and its subsidiaries.

21 18. TAI issued its final report on November 30, 1985.

22 19. The Commission issued an OSC on February 1, 1986 (Decision

23 No. 54894) in which Citizens, s v c , SCSC, and SCWUC were ordered to appear

24 before the Commission to show cause why the recommendations of TAI should not

25 be adopted in their enti rety.

26 20. The OSC was consolidated with the aforementioned rate Complaints

27 and the Mohave-W&W Applications, and hearings were scheduled i n  f o u r  ( 4 )

28 phases.
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1 21 • Phase I of this matter was to address generic issues such as cost

2 of capital and Citizens' organization, account in and recordkeeping , and

3 management practices.

4 22. Phase II of this matter was to address all other rate issues

5 identified in the Report with regard to SCWUC, SCWC, and SCSC.

6 23 • Phases III and IV of this matter were to address all other rate

7 issues i dent i f i ed  i n  the  Repor t  wi th  regard  to  Mohave-E, Santa Cruz, and

8 Mohave-W&W .

g 24. On July 17, 1986, Agua Fria and Tubac Val ley fi led Appl ications

10 for rate increases.

1 1 25.

12

13

By Procedural  Order dated August 12, 1986, the Agua Fria and

Tubac Valley Applications were consolidated with the OSC (Phase Iv).

26. Citizens' actual capi tal structure as of December 31 9 1985,

14 contained 70.22 equity and 29.874 debt.

15 27. An upper  l imi t  o f  reasonableness for  percentage of  equi ty  for

16 Citizens' capital  structure is 6074, since equity ratios above that l evel  resul t

17 in unnecessari ly high after-tax capital costs.

18 28. Citizens' actual cost of debt as of December 31, 1985, was 7.12Z.

19 29. Ci t i zens '  cost  o f  equ i ty as o f  the time of the hear ings herein

20 was 12Z.

21 30. A 174 (100 basis points)  reduct ion in Ci t izens'  cost of common

22 equity is appropriate to at least par tal ly compensate ratepayers for Ci t izens'

23

24

unreasonably high equity ratio.

Ci t izens'  overal l  adjusted cost of capi tal  is 9.84Z.31.

25 31. There was insuf f i c ient evidence to determine proper. cost of

26 cap i ta l  d i f fe ren t i a l s  by  type  o f  serv i ce  o r  even to  conc lude tha t  any  such

27 differentials would be material.

28
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1 32. There was insufficient evidence t o conclude that a PAO for

2 Citizens would be cost effective and efficient.

3 33. Recording AFUDC on a net of tax basis wi l l  properly al locate tax

4 benefits to those customers ulitmately providing the revenues associated with

5 such construction.

6 CONCLHSIONS OF LAW

7 1. Citizens, Tubac, scwuc, svc , and SCSC are public service

8 corporations wi thin the meaning of Ar t i le XV of the Arizona Consti tut ion and

9 A.R.S. §§40-202, et seq., 40-221, et seq., and 40-241, et seq.

10 2. The Commission has jurisdiction over Citizens, SCWUC, SCWC, SCSC,

1 1 and Mohave-E, Mohave-W&W, Santa Cruz, Agua Fria, and Tubae and of the subject

12 matter of the OSC.

13 3 . Citizens' actual capital structure is inefficient and results in

14 excessive after-tax costs for ratepayers.

15 4. Imprudent and unreasonable costs of a public service corporation,

16 whether capital  or operating, should be disal lowed for purposes or setting just

17 and reasonable rates.

18 5. Pursuant  to  Ar  t i l e  XV,  Sect ion 14 of  the Ar izona Const i tu t ion

19 and A.R.S. S40-242, the Commission has author i ty  to  requi re  that  Ci t i zens

2O maintain a PAO under appropriate circumstances.

21 6. Accrual of AFUDC on a net of tax basis is just and reasonable.

22 ORDER

23 IT IS THEREFORE ORDERED that the overall cost of capital for Citizens

24 Uti l i ties Company (Mohave Electr ic Division, Mohave Water and Wastewater

25 Santa Cruz Electric and Gas Divisions, and Agua Fria Water

26

Divisions,

Division), Sun City West Uti l i ties Company, Sun City Water Company, Sun City

27 Sewer Company, and Tubac Valley Water Company, be, and the same is hereby

28 established as 9.84Z.
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1 IT IS FURTHER ORDERED that Citizens Utilities Company, including its

2 operating divisions and subsidiaries, is to file a complete set of workpapers
3

and source documents with each rate application case.
4 IT IS FURTHER ORDERED that Citizens Utilities Company will file within
5

thirty (30) days of the effective date of this Order with the Utilities
6 Division of this Commission a current listing of personnel to whom each type of
7

problem/ information co nf rant ed by the Commission should be directed and

8
to l l - f ree ("col lect")  numbers at which such personnel  can be reached dur ing

9
ordinary business hours.

10
IT IS FURTHER ORDERED that effect ive Apr i l  1,  1987, the Uti l i t ies

1 1
Division of this Commission is to maintain a log of al l  correspondence between

12
the Commission and Citizens Uti l i ties Company for a six-month period, and that

13
the Utilities Division is to f i l e a report with thesubsequent thereto,

14
Commission identifying any problems, recommending appropriate action, and the

15
estimated cost of any such recommendation (said report to be fi led on or before

16
December 1, 1987 .

17
IT IS FURTHER ORDERED that effective January 1, 1987, Citizens

18
Mohave Water and WastewaterUtilities Company (Mohave Electr ic Division,

19
Fria WaterDivisions, Santa Cruz Electr ic and Gas Divisions , and Agua

20
Division), Tubac Valley Water Company, Sun City West Uti l i t ies Company, Sou

21
City Water Company, and Sun City Sewer Company are to record AFUDC on a net of

22
tax basis using also the equity cost found appropriate herein (HZ).

23

24

25

26

27

28
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1 IT IS FURTHER ORDERED that t h i s Decision sh a l l become ef f ec t ive

2

3

immediately.

BY ORDER OF THE ARIZONA CORPORATION COMMISSION.

4

5
CHAIRMAN commIssionER COMMISSIONER

6

'7

8

9

IN WITNESS WHEREOF, 1 , JAMES MATTHEWS,
Executive Secretary of the Arizona
Corporation Commission, have hereunto set my
hand and caused the of f i c ia l  seal  of  this
Commission to be affixed at the Capitol, in
the City of Phoenix, this day
of , 1987 .

JAMES MATTHEWS
Executive Secretary

12

1 3
DISSENT
JLR/sks

16

17

TO

21

22

23

24

25

26

27

28

18

19

14

15

10

11

i
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1 Copies
6 %

of the foregoing mailed this
day of March, 1987, to:

2

3

4

5

Lex J. Smith
Richard L. Sallquist
Evans, Kitchen 6 Jenckes, P.C.
2600 Nor Rh Central Avenue
Phoenix, Arizona 85004-3099
Attorneys for Citizens
Utilities Company

6

7

8

Evo J. DeConcini
Hearing Officer
Arizona Corporation Commission
402 West Congress
Tucson, Arizona 85701

9

IO

11

Stephen A. Avilla, Staff Counsel
Residential Utility Consumer Office
34 West Monroe Street, Suite 1016
Phoenix, Arizona 85003

12

13

14

Janice Urbanic, Attorney
Legal Division
Arizona Corporation Commission
1200 West Washington Street
Phoenix, Arizona 85007

15

16

1'7

Wayne Rutter, Director
Utilities Division
Arizona Corporation Commission
1200 West Washington Avenue
Phoenix, Arizona 85007

18

19

Mary Ellen Montgomery
Citizens for Good Government
p. O. Box 59
Lake Havasu City, Arizona 86403

20

21

22

Vincent A. Iannone, City Attorney
Lake Havasu City
p. O. Box 70
Lake Havasu City, Arizona 86401

23
1

24

Tom Sanders, Maintenance Supervisor
Lake Havasu Unified School District No.
750 Havasupai Blvd.
Lake Havasu City, Arizona 86403

25

26

27

William Ekstrom
Mohave County Attorney
Mohave County Court House
Kinsman, Arizona 86401

28
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1

2

James E. Chavez, City Attorney
City of Kinsman
310 Nor Rh Four th Street
Kinsman, Arizona 86401

3

4
David C. Kennedy
Attorney at Law
100 W. Clarendon, Suite 200
Phoenix, Arizona 850135

6

7

8

Joseph R. McKinney
City Attorney
City of Nogales
1018 Grand Avenue
Nogales, Arizona 85628-0930

9

IO

Hon. Marcelino Varona, Jr. , Mayor
City of Nogales
1018 Grand Avenue
Nogales, Arizona 85621

1 1

12
Anthony Pavone
P.0. Box 608
Nogales, Arizona 85628-0930

13

14
George Selden
17831 Buntline Drive
Sun City West, Arizona 85375

15

16
William Bowen
13222 Keystone Drive
Sun City West, Arizona 85375

1'7
Jack Salz ran
10729 Sequoia Drive
Sun City, Arizona 85273
Sun City Taxpayers Association

20

21

Walter Johnson
19410 130th Avenue
Sun City West, Arizona 85375

22

23

24

Marshall B. Gar Rh
PORA Committee on Utilities

and Taxation
13313 Meeker Boulevard
Sun City West, Arizona 85375

25

26

Gerald J. 0 'Br ien
13313 Meeker Boulevard
Sun City West, Arizona 85375

27

28

18

19
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1

2

3

Joe R. Purcell
Mark D. Wilson
Gust, Rosenfeld, Divelbess & Henderson
3300 Valley Bank Center
201 Nor Rh Central Avenue
Phoenix, Arizona 85073

4

5

6

'7

William P. Sullivan
Mar tined & Cur tis
2712 Nor Rh Seventh Street
Phoenix, Arizona 85006-1003
Attorneys for Nogales-Santa Cruz

Chamber of Commerce

8

9

10

11

12

13

14

15

16

Michael Peter Alcantar
Lindsay, Hart, Neil & Weigler
Suite 1800, Koin Tower
222 aw Columbia
Portland, Oregon 97201-6618

and
W. Hugh O'Riordan
Lindsay, Hart, Neil & Weigler
350 Nor th 9th, Suite 400
Boise, Idaho 83702

and
Donald W. Schoenbeck
Drazen-Brubaker & Associates
Suite 1060, Lloyd Tower
825 NE Multnomah
Portland, Oregon 97232
Attorneys for Four Corners Pipeline Company

17 Matthew J. Malone
Coordinator Contract Administration
Four Corners Pipeline Company
5900 Cherry Avenue
Long Beach, California 90805

20

21

22

23

24

25

26

27

28

18

19
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MA?-1clA WEEKS
CHAIRMAN

JAmes MATTHEWS
zxecnmv: ssmsnnv

RENI D. JENNINGS
COMMISSIONER

DALE H. MORGAN
couuuss lousn

ARIZONA CORPORATION COMMISSION

DATE : MARCH 5 19879

DOCKET NO: E-1032-86-020, et

Enclosed please find the recommendation of Hearing Officer
JERRY L. RUDIBAUGH who presided at the above hearing.

The recommendation has been filed in the form of an Opinion and
Order on: -

/CITIZENS UTILITIES COMPANY, ET AL. (Order to Show Cause)

(PHASE ow

Pursuant to A.C.R.R. R14-3-110.B, you may file exceptions to
the recommendation of the Hearing Officer within ten (10) days
of the above date by mailing five (5) copies of the same to me
at the address listed below.

The enclosed is NOT an order of the Commission, but merely a
recommendation of the Hearing Officer to the Commissioners .

mes Ma t thews
e x e c u t i v e  S e c r e t a r y
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Enc .

Par ties
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BEFORE THE ARIZONA CORPORATION commlsslon

MARCIA WEEKS
CHAIRMAN

RENZ D. JENNINGS
COMMISSIONER

DALE H. MORGAN
comm1ss10nER

IN THE MATTER OF THE commIsslon' s
COMPLAINT AND ORDER TO SHOW CAUSE
AGAINST CITIZENS UTILITIES COMPANY,
SUN CITY WATER COMPANY, SUN CITY
SEWER COMPANY, SUN CITY WEST UTILITIES
COMPANY.

DOCKET no.
DOCKET no.
DOCKET no.
DOCKET no.

E-1032-86-020
U-1656-86-020
U-2276-86-020
U-2334-86-020

IN THE MATTER OF THE APPLICATION OF
CITIZENS UTILITIES COMPANY, AGUA FRIA
WATER DIVISION, FOR RATE ADJUSTMENTS
FOR WATER SERVICE IN ITS CERTIFICATED
AREA.

DOCKET N0. E-1032-86-177

IN THE MATTER OF THE APPLICATION OF
TUBAC VALLEY WATER COMPANY, FOR RATE
ADJUSTMENTS FOR WATER SERVICE IN ITS
CERTIFICATED AREA.

DOCKET no. U-1595-86-176

DOCKET NO. U-1656-85-066
DOCKET NO. U-2276-85-066

COMPLAINT AND PETITION FOR AN ARIZONA
CORPORATION COMMISSION HEARING TO
DETERMINE THE EARNINGS OF THE SUN CITY
WEST UTILITIES COMPANY; FAIR VALUE OF
THE COMPANY FOR RATE-MAKING PURPOSES
THEREOF; AND, TO APPROVE A SCHEDULE OF
RATES AND CHARGES DESIGNED TO DEVELOP
SUCH RETURN.

DOCKET no. E-1032-84-160

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

1'7

18

19

20

21

22

23

24

25

26

27

28

)
)
)
)
)
)
)
)
)
)
)
)
)
)
)
)
>
>
)
)
)

COMPLAINT AND PETITION OF RESIDENT RATE-)
PAYERS OF SUN CITY AGAINST SUN CITY )
WATER COMPANY AND SUN CITY SEWER COMPANY)
ALLEGING UNJUST AND UNREASONABLE RATES. )

)
)
)
)
)
)
)
)
)
)
)
)

COMPLAINT AND PETITION FOR AN ARIZONA )
CORPORATION COMMISSION HEARING TO )
DETERMINE THE EARNINGS OF THE CITIZENS )
UTILITIES COMPANY, MOHAVE ELECTRIC )
DIVISION; FAIR VALUE OF THE COMPANY FOR )
RATE-MAKING PURPOSES THEREOF; AND, TO )
APPROVE A SCHEDULE OF RATES AND CHARGES )
DESIGNED TO DEVELOP SUCH RETURN. )

)

DOCKET no. E-1032-84-213
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DOCKET NO. E-1032-84-214

2

3

4

5

6

7

IN THE MATTER OF THE APPLICATION OF
CITIZENS UTILITIES 'COMPANY FOR RATE
ADJUSTMENTS FOR WATER SERVICE IN
MOHAVE COUNTY, ARIZONA.

DOCKET N0. E-1032-83-227

8

g DOCKET no. E-1032-83-228IN THE MATTER OF THE APPLICATION OF
CITIZENS UTILITY COMPANY FOR RATE
ADJUSTMENTS FOR WASTEWATER SERVICE
IN MOHAVE COUNTY, ARIZONA.

COMPLAINT AND PETITION FOR AN ARIZONA )
CORPORATION commlssIon HEARING TO )
DETERMINE THE EARNINGS OF THE CITIZENS )
UTILITIES COMPANY, SANTA CRUZ ELECTRIC, )
AND GAS DIVISION; THE FAIR VALUE OF THE )
COMPANY FOR RATE-MAKING PURPOSES THERE0F)
AND, TO APPROVE A SCHEDULE OF RATES AND >
CHARGES DESIGNED TO DEVELOP SUCH RETURN.)

)
)
)
)
)
)
)
)
)
>
)
)
)

OPINION AND ORDER
(PHASE 11)

12 DATES OF HEARING :

13

September 4 and 5, 1986 (pre-hearing conferences);
September 10, ll, 12, 15, 16, 17, 18, 19, October 24,
28, 29; November 19, 1986

PLACE OF HEARING: Phoenix, Arizona

PRESIDING OFFICER: Jerry L. Rudibaugh

16 IN ATTENDANCE :

17

Renz D. Jennings, Chairman
Marcia Weeks, Commissioner
Sharon B. Megdal, Commissioner

APPEARANCES : Evans, Kitchel & Jenckes, p. C. , by Lex J. Smith and
Robert J. It kin; John H. Engel and J. Michael Love,
Attorneys on behalf of the Respondents;

20 Legal Division;
on beha l f  o f the

21

Neal J . Beets, Chief Counsel,
Janice M. Urbanic, Staf f  At torney,
Arizona.Corporation Commission Staff;

22

23

Stephen A.  Avi l l a , Staff Counsel ; Constance L.
Trevar t in, S t a f f  C o u n s e l ,  o n  b e h a l f  o f  t h e  R e s i d e n t i a l
Utility Consumer Office;

24 David C. Kennedy, Attorney, on behalf of the Sun City
Taxpayers' Association; George Selden, et al.;

25

26
Gerald 0'Brien, in propia person.

27

28

18

19

14

15

10

11
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1 BY THE COMMISSION:

2 On June 26, 1984, George Seldin, et a l . a f i l e d w i t h the Ar izona

3 Corporation Commission ("Commission") a customer rate Complaint calling for a

4 hearing to determine just and reasonable rates for the Sun City West Utility

5 Company ("scwU<;")_ Similar complaint petitions regarding the rates of Citizens

6 Utilities Company, Mohave Electric Division ("Mohave-E"); Citizens Utilities

7

8

Company, Santa Cruz Electric and Gas Divisions ("Santa Cruz"); and the Sun City

Water ("svc") and Sun City Sewer Companies ("SCSC") were filed with the

9 Commission by interested customers on August 22, 1984; August 22, 1984; and

IO March 11, 1985, respectively.

11 Preliminary hearings were held on February 12, February 13, June ll,

12 June 17, and June 18, 1985, regarding the complaint petitions filed against

13 scwuc and Mohave-E. In addition, at its regularly scheduled Open Meeting of

14 June 12, 1985, the Commission awarded a contract to Technical Associates,

15 for the investigation of Citizens Utilities Company

16

Incorporated ("TAI") ,

("Cltlzens") and its subs 1d1ar1es (1nc1ud1ng SCWUC, SCWC, and SCSC). On

17 November 30, 1985, TAI issued its final Report of Investigation ("Report")

18 making numerous recommendations concern ing C i t i z e n s ' o rgan iza t ion , account ing

19 and recordkeeping, management practices, and rates.

20 As a result of the above, the Commission issued a Complaint and Order

21 to Show Cause ("esc"). See Decision No. 54894 (February 1, 1986). Therein,

22 Citizens, SCWC, SCSC, and scwuc were ordered to appear before the Commission to

23 show cause why the recommendations of TAI should not be adopted in their

24 entirety. The OSC was consolidated with the SCWUC, SCWC, SCSC, Mohave-E, and

25 Santa Cruz rate Complaints; and also with the Applications of Citizens, Mohave

26

27
1

28 Where appropriate in view of the context, the term "Citizens" will
be used when referring to SCWUC, SCWC, and/or SCSC.

a l s o
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1 County Wastewater and Water Divisions ("Mohave-W&W") for a rate increase.

2 These latter Applications had been filed on September 22, 1983 .

3 Hearings were scheduled in four (4) phases commencing with Phase I on

4 June 23, 1986, at the Commission's offices in Phoenix, Arizona. Phase I was to

5 address generic issues of rate of return and Citizens' organization, accounting

6 and recordkeeping, and management practices. Phase II was to address all other

'7 rate issues identified in the Report concerning SCWC, SCSC, and SCWUC.

8 The Arizona Residential Utility Consumer Office ("RUCO"); Sun City

g Taxpayers Association and George Selden, et al. ("SCTA"); Mr. Gerald J. O'Brien

10 ("Intervenor O'Brien"); and the Proper Ty Owners and Residents Association

11

12

("PORA") requested and were granted permission to intervene in Phase 1.

Interveners 0'Brien and PORA were designated a single (additional) class of

13 interested persons for purpose of the hearing pursuant to A.C.R.R. R14-3-105.

14 On April 14, 1986, RUCO filed a Motion to Continue which was granted

15 in par t by Decision No. 55022 (May 7, 1986). All the Phases were rescheduled

16 with Phase I commencing on August 22, 1986. Phase II was rescheduled for

17 September 10, 1986.

18 Phase II of this matter came before a duly authorized Hearing Officer

19 of the Commission at the Commission' s offices i n Phoenix, Arizona, on

20 September 10, 1986. Respondents, RUCO, SCTA and the Commission's Utilities

21 Division Staff ("Staff") appeared through counsel. Intervenor O' Brien appeared

22 pro se. Evidence was presented concerning the OSC, and after a full public

23 hearing, this matter was adjourned pending submission of a Recommended Opinion

24 and Order by the Presiding Officer to the Commission.

25 NATURE OF SCWUC, SCSC, AND svc's OPERATIONS

26 SCWUC was granted a Certi f i cate of Convenience and Necessity

27 ("Certificate" or "CC&N") by the Commission on September 13, 1978, in Decision

28 No. 49334 to provide water and sewer service within an area of Maricopa County
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1 which encompasses the unincorporated community of Sun City West. At the end of

2 1985, SCWUC had approximately 5,568 water customers and 7,059 sewer customers.

3 SCWC and SCSC were granted Certificates by the Commission to provide

4 water and sewer service, respectively, in par ticularly described areas within

5 Maricopa County including the unincorporated community known as Sun City,

6 Arizona 1 The water CC&N was issued i n Decision No. 31860

'7 (October 19, 1959) and was transferred by stock acquisition (along with the

8 rest of SCWC) to Citizens in Decision No. 33778 (March 19, 1962). SCSC began

9 its operations at approximately the same time as SCWC and was acquired by

10 Citizens in a similar manner. However, it was not until after a 1974 amendment

t o the Arizona Constitution that SCSC c are under the Commission' s

12 jurisdiction. A sewer CC&N was subsequently issued to SCSC in Decision No.

13 46641 (December 31, 1975). Both CC&N's have been amended during the

14 intervening years. At the end of 1985, SCWC and SCSC had approximately 18,925

15 water customers and 26,743 sewer customers, respectively.

16 Neither scwUc nor svc/scsc have had their rates examined since the

17 dramatic declines of the past several years in inflation and interest rates.

18 SCWUC's current rates and charges were established in Decision No. 53166

19 SCWC and SCSC had their present rates and charges set by

20

(August 11, 1982).

Decision No. 53233 (September 30, 1982).

21 TEST YEAR

22 The Test Year ("TY") used was the year ending June 30, 1985. Because

23 of the length of the proceeding, the TY has become somewhat stale. However,

24 numerous pro forma adjustments for known and measurable changes were made to

25 the TY at the time of the hearing to obtain a more realistic relationship

26 between revenues, expenses s and rate bases. With these adjustments, we

27 continue to believe that the TY utilized in the TAI Report is reasonable for

28 the purposes of this OSC.
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1 RATE BASES

2 Staff and Citizens were generally in agreement on original cost rate

3 bases ("0CR.B") and reconstruction cost rate bases ("RCRB") for SCWC and SCSC

4 with the exception of inclusion of construction work in progress ("CWIP") and

5 the amount of cash working capital to be allowed. For scwuc, in addition to

6 the aforementioned differences , Staff disallowed a portion of the sewage

'7 treatment f abil ity as being "excess There were substantial

8

capacity".

differences in the "f air value" rate base ("FVRB") for all the respondent

9 companies 9 since Citizens used Dr. Christy's method of weighting the OCRB by

10 the debt ratio and weighting the RCRB by the equity ratio in the establishment

11 of FVRB.

12 Excess Capacity - scwUc

13 Staff and Citizens differed by almost $3 million in the amount of

14 plant in service for SCWUC. This was largely offset by an attendant difference

15 of over $2.8 million in the amount of advances-in-aid of construction.

16 Staff adopted the Commission's rationale for disallowing excess plant

17 capacity in Decision No. 53166 and updated it to the current TY. The current

18

19

20

capacity usage of the plant was approximately 50% as of the TY and, after

adjusting for future growth during a three (3) year period subsequent to the

TY, Staff allowed 652 of the plant into rate base. RUCO recommended that only

21 the current capacity of 50% be allowed. According to scwuc, the entire

22 f ability is used and useful in the treatment of sewage and, as such, should be

23 allowed into rate base.

24 We do not disagree that the entire plant is being physically used.

25 This would be true even the plant were being ut i l ized for OT1€ percent (IZ)

26 of its capacity. However, current data does indicate that the plant i s being

27 substantially undercut itized . Fo1° that reason, we concur with Staff's

28 disallowance . Citizens presented no evidence to show why the method adopted in
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1 the previous SCWUC case should not be utilized in this case. RUCO's proposal

2

3

would not allow an reserve capacity to handle peak flows or near term growth.

This is hardly a f air or prudent position. Based on the above, we find Staff's

4 recommended plant in service amount for SCWUC to be proper.

5 CWIP

6 svc and SCSC included CWIP in their rate bases for projects that were

7 both in progress at the end of the TY and were in service at the time of the

8 hearings. In f act, most of the CWIP claimed by SCWC was actually in service by

9 the end of the TY. We note that Staff and Citizens only differed by $1,573 in

10 the amount of plant in service for SCSC. We therefore concur with Citizens

11 that the CWIP for svc and SCSC should be allowed in rate bases.

12 Cash Working Capital

13 Citizens used the "formula method" to ascertain a proper allowance for

14 cash working capital. As Citizens pointed out, this method is easier to

15 calculate and as such is supposedly less controversial | By definition, the

16 formula method will always result in some positive allowance for cash working

17 capital.

18

19 capital.

Staff, on the other hand, conducted a lead-lag study for cash working

I I 9 I 2That study indicated that a negative allowance was appropriate. In

20 spite of this, Staff took a conservative approach and recommended a zero cash

21 working capital allowance . RUCO urged the Commission to use Staff's calculated

22 negative cash working capital as the proper allowance.

23 Citizens argued that Staff's lead-lag study was hopelessly flawed and

24 hence should not be used in this proceeding.

25

According to Citizens, it did not

do its own lead-lag study because the cost would be "prohibitive". Citizens

26 2

27

28

In other words, not only was Citizens not providing funds to  i t s
subsidiaries for working capital, their operations (i.e., customers) were
providing additional cash resources which could be used to finance other
parts of their utility proper ty.
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1 estimated a properly Conducted lead-lag study would cost approximately $40,000

2 per entity. Citizens was also critical because the Staff cash working capital

3 calculation did not take into consideration certain "non-cash" items such as

4 depreciation expenses, deferred income tax expenses, investment tax credits,

5 uncollectable accounts, and various deferred debits and credits. In addition,

6 Citizens argued that since Staff included interest expenses in its study 9

'7 should also have included equity costs since there is a lag between the time

8 service is rendered and funds are paid out in dividends. Citizens also

9 criticized Staff for not including average daily bank balances in its study.

10 We concur that the "formula method" has the advantage of simplicity,

11 but it also has the disadvantage that it will always provide for a positive

12 cash working capital requirement no matter how unreasonable and inaccurate that

13 result. Fur thee, Citizens' argument to include items such as depreciation

14 expenses would change the resulting calculation from "cash working capital" to

15 Clearly, the former i s the proper

16

"cash and non-cash working capital".

• 3 ¢ I • 1
calculation. As to the appropriateness of using a lead-lag study in thls case

17 instead of the "formula" approach, Citizens was put on notice when Staff filed

18 its lead-lag study that it was going to be considered. Citizens could have

19 easily presented its own lead-lag study or even corrections to Staff's if it

20 believed that study to be inaccurate.

21 The "formula method" of determining cash working capital requirements

22
for Citizens results in a n excessive allowance. In this case, we believe

23 Staff's lead-lag study provide s a more accurate portrayal of working capital

24 and will use its actual results as urged by Intervenor RUCO. In addition, we

25 will require Citizens to present (at a reasonable cost) a lead-lag study in its

26

27
3

28 See Decision Nos.
(December 22, 1983).

53761 (Sept ember 30 , 1983) and 53849
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1 next general rate proceeding. The study should be separated by type of utility
" \

2 such as water, wastewater, gas, and electric.

3 Land Valuation

4 Citizens included land account s a t trended replacement costs i n

5 arriving at i ts RCRB. I t used indices published by the United States

6 Department of Labor, Bureau of Labor Statistics. Citizens indicated it had

'7 used this procedure in previous cases, and that it had been approved by the

8 Commission. Both RUCO and Staff did not trend up the land accounts, although

9 Staff had also originally trended these amounts.

IO

11 general

Clearly, Citizens is holding the land for utility purposes and not for

for uti l i ty purposessale. Any increase in i ts value is pure

12 speculation and, accordingly, land accounts will be limited to their original

13 cost value for determining the RCRB' s See also Decision

14 No. (March 18, 1987).

15 Summary

16 Except for the aforementioned differences, Staff and Citizens were

17 generally in agreement on the amount of net utility plant in service for all

1 8 these entities. Since we concurred with Citizens' inclusion of CWIP for SCWC

19 and SCSC, we will use its net plant amounts for those entities, and we will use

20 Staff's for the scwUc.

21

22

The adjustments to rate bases for SCSC are summarized below and result

I 4in an OCRB of $7,296,286, an RCRB of $20:148,504 and a FVRB of $13:722,394

23

2 4

25 4

26

27

As discussed in Phase I of this matter, Dr. Christy's method clearly
overstates the FVRB and, accordingly, will be rejected herein without
fur thee discussion. See Decision No. (March 18, 1987). Instead,
we will use the traditional 50-50 weighting of OCRB and RCRB as proposed
by Staff.28
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1 SCSC

2 OCRB Ad iustment s RCRB

3 $7,866,979
($ 570,693)

4
Cash Working Capital
Land

$20,722,392
<s 570,693)
($ 3,198)

5

6

The adjustments to rate bases for SCWC are summarized below and result

in an OCRB of $l2,433,60l, an RCRB of $30,445,999, and a FVRB of $2l,439,800.

'7 svc

8 OCRB Adjustments RCRB

9 $12,870,256
(S 436,655)

10
Cash Working Capital
Land

$31,082,887
(S 436,655)
($ z00,233)

11

12

The adjustments to rate bases for SCWUC are summarized below and

result in an OCRB of $3:379,161, an RCRB of $4,2752399, and a FVRB of

13 $3,827.280.

14 SCWUC

15 OCRB Adjustments RCRB

16 $3,606,312
<$ 227.151)

$4,502,550
($ 227.151)

17
Cash Working Capital

18 REVENUES

19 Citizens and Staff were in agreement that the TY revenues for SCWUC

20 were $2,712,948. However, they differed by $76,214 for SCWC and by $173,011

21 for SCSC.

22 SCWC Revenues

23 Citizens adjusted SCWC revenues in order to reflect i ts future

24 compliance with The Phoenix Active Management Area Plan ("Plan"). According to

25 Citizens, it will have to reduce the Gallons-per-Capita-per-Day ("GPDC") rate

26 in order to be in compliance with the Plan or else be subject to fines up tc

27 $10,000 per day for noncompliance. In making this adjustment, Citizens assumed

28
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1 any reduction would be in the excess gallons used. Staff opposed this pro

2 forma reduction to TY revenue.

3 We will reject Citizens adjustment. Even if the GPDC rate is actually

4 reduced (which we do not know), it does not  mean that  svc revenues would be

5

6

correspondingly reduced. If there was a reduction, it could occur (at least

par tally) in those customers using less than the amount of gallons in the

'7 minimum and not affect the revenue level. Hence, we find Staff's revenues for

8 SCWC of $5,420,843 to be correct.

9 SCSC Revenue s

IO Citizens alleged that Staff did not annualize the Sun City Sewer

11 revenues for the July 1, 1985, surcharge decrease authorized by the

12 Commission. According to Staff, the Commission has authorized a separate

13 surcharge for SCSC to recover the cost of sewage treatment. Since this cost

14 recovery is done through the "bank balance" methodology, the revenues and

15 expenses do not always match at a given point in time. Therefore, Staff

16 adjusted out equal treatment expenses and revenues. Staff asserted that

17 Citizens included both surcharge revenues of $749,731 and offsetting treatment

18 expenses of $1,279,984.

19 We concur with Staff' s method of matching the sewage treatment

20 revenue s and expense s • For that reason, we find the appropriate TY revenue

21 level for SCSC to be $3,821,920.

22 EXPENSES

23 Most of the differences between Staff and Citizens in the expense

24 resulted from differences i n the salary and wage expenses 9

25

categories

administrative office expenses , aHa rate case expenses. The previously

26 mentioned disparities in OCRB's also resulted in differences in depreciation

27 expenses.

28

•
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1 Salaries and Wages

2 Citizens and Staff had two distinct disagreements as f at as salaries

3 and wages. First there were pre-1987 "method" differences, and second was a

4 more philosophical disagreement over 1987 pro forma adjustments made by

5 Citizens.

6 As to the pre-1987 differences, Citizens included three (3) out of the

'7 According to

8

five (5) employees added after the TY in its payroll expenses.

Citizens, two (2) of the new employees were added to SCWUC due to customer

9 growth and hence were excluded by Citizens on matching principles. of the

10 other three (3), Citizens allocated one (1) between SCWUC, SCWC, SCSC and Agua

11 Fria. Another was allocated between SCWC and SCSC, and the third employee was

12 allocated solely to SCWUC.

13 Another difference in the pre-1987 expense was the vacancy f actor

14 utilized by the Staff. If a position was not fil led during the month of

15 June, 1985, Staff allowed no amount in payroll expenses for that position, even

16 though i t  might  have been f i l l ed the other  11 months. The reverse  of  th i s

17 could also be true under the Staff method, ,i .e. a position could have been

18 f i l l e d  i n  J u n e , 1985, and vacant  the other l l  months, but  the payrol l  wou ld

19 have been annualized for that pos i t ion. Citizens, on the other hand,

20 annualized all positions and, in doing so, effectively assumed a OZ vacancy

21 f actor year-round.

22 Without some evidence to support it, we do not believe a OZ position

23 vacan cy  r a t e  i s  r ea l i s t i c . In addition, we will presume that all employees

24 added subsequent to the TY were for the purpose of serving additional customer

25 growth unless clear and convincing evidence to the contrary is shown. No such

26 evidence has been presented in this case. Citizens did not include any

27 additional revenues from these added customers, and therefore, we will deny

28 Citizens pre-1987 adjustments to salaries and wages.
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1 As to the 1987 pro forma salary and wage adjustment, Citizens included

2 an across-the-board SZ increase in salaries and wages that i t estimated would

3 occur in January, 1987. There is little evidence that such an increase would

4 be reasonable. Moreover, even i f  this increase were shown to actual ly have

5 occurred in January, 1987, i t would have been over 18 months past the end of

6 the TY. Hence, we would also need to take into account additional changes in

'7 productivi ty as well as growth in customers. In essence, we would be using a

8 "future" TY instead of an updated historical TY. Accordingly, we wi l l  disal low

9 this adjustment.

10 The pre-1987 "method" differences and the 1987 pro forma salary

1 1 adjustment also affected Citizens' corresponding costs for payroll taxes.

12 Consistent with our discussion above, we wil l  deny Citizens proposed increase

13 in those expenses.

14 Allocation of Stamford

15 Administrative Office ("SAO") Expense

16 The SAO of Citizens provides a broad range of support and technical

1'7 serv ices for  i ts  var ious d iv is ions and subsidiaries. The majority of the SAO

18 expenses are d i rect l y  charged to the proper ties involved. The remaining

19 expenses are allocated using the "Four Factor" formula which was developed in

20 the 1950's and subsequently used (with perhaps some modification) in al l  ten

21 (10) states in which Citizens provides utility services. The four (4) factors

22 used are uti l i ty plant, operation and maintenance ("0&M") expenses, customers,

23 and payroll charged to 0&M expenses.

24 RUCO recommended elimination of the customer component, deletion of

25 purchased energy from the O&M expenses, and an allocation of 21% of the general

26 expenses to passive investment subsidiaries. The 2173 allocation was arrived at

27 by comparing the dol lar amount of uti l i ty plant in service to the dol lar amount

28 of investment balance.
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1 According to Citizens, the passive investment subsidiaries primarily

2 monitor a portfolio of tax exempt securities and are managed professionally by

3 a n investment service. That professional management expense is directly

4 charged 100% to the subsidiary, and any involvement by Citizens' personnel is

5 minimal.

6 We concur with Citizens that it is inappropriate to compare the amount

'7 of dollars passively invested in securities to the amount of utility plant and

8 simply conclude that the same relative amount of time and effort are needed to

9 manage each. Accordingly, we reject RUCO's proposal to assign 2174 of the

10 expenses to passive investment subsidiaries.

11 We also concur with Citizens that the "Four Factor" method i s  an

12 acceptable al location procedure. RUCO's proposed elimination of one of the

13 f actors would, no doubt, be beneficial to some entities and harmful to others.

14 Any change in the allocation methodology would, of necessity, produce different

15 results. However, without some compelling reason to change, we will continue

16 to approve the "Four Factor" method.

17 As f at as the amount; of SAO expenses, Staff and Citizens had the same

18 pre-1987 "method" and 1987 pro forma differences as they did for the salaries

19 and wages categories. The pre-1987 method used by Citizens resulted in an

20 increase of almost 255'4 in SAO salaries and wages over the recorded salaries and

21 wages for the year ending June 30, 1985. With the 1987 pro forma adjustment

22 added on, the increase is almost 35%. Clearly, increases of this magnitude

23 during these times of low inflation cannot be justified without some persuasive

24 evidence other than the bare assertion by Citizens that they are reasonable.

25 Consistent with our discussion under Salaries and Wages, we will deny Citizens'

26 proposed increase in these expenses.

27

28
l
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1

2 Citizens and Staff for two

3 distinct reasons.

Transpor ration Expense

differed on transport ration expenses

First was the pre-1987 "method" differences, and second was

4 the 1987 pro forma adjustment. The pre-1987 difference was the result of

5 Citizens' normal iz in TY transport ration expense based on a five (5) year

6 (1981-1985) average of transportation costs allocated over the number of

'7 vehicles at the end of the TY. According to Citizens, this normalization

8 process should be adopted in order to eliminate volatility. The 1987 pro forma

9 adjustment was a SZ estimate by Citizens of increased transport ration expenses

10 in 1987.

11 We find it inconsistent that Citizens wants to "normalize" an expense

12 that has been steadily decreasing over the past several years, while not

13 "normalizing" other expenses which have increased over the past five (5) years,

14 such as salaries and wages. Fur thee, it would seem to be appropriate that if

15 one were to normalize the transport ration expenses over the past f ive (5) years,

16 that process would include the number of vehicles as well. Hence, we will

17 disallow Citizens' normalization of transport ration expenses as not being a

1 8 proper measure of TY expenses.

19 As to the 574 pro forma adjustment for 1987, we find this just to be an

20 arbitrary number without any evidentiary support. For that reason, we will

2 1 also disallow the 1987 adjustment.

22 Uncollectibles

23 Citizens calculated the ratio of revenues to uncollectibles for the

24 period from 1980 through 1984 and applied that ratio to the TY revenues.

25 According to Citizens, Staff did the same thing except that it had erroneously

26 included "other expenses" in its calculation and also f ailed to adjust 1983

27 journal entries to eliminate accruals.

28
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1 We concur with Citizens that "other revenues" should not have been

2 included in the aforementioned calculation, and that an adjustment to take into

3 account the aforementioned accrual entr ies was proper. Accordingly, we will

4 adopt Citizens' TY uncollectible expense methodology.

5

6

Pumping Expenses

Citizens proposed two (2) adjustments for pumping power expenses, a

'7 pre-1987 adjustment and a 1987 pro forma adjustment. For the pre-1987

8 adjustment, Citizens re-priced the number of units consumed during the TY at

9 the electric rates currently i n effect. Since none of the par ties have

10 disputed the new rates used by Citizens, we find this adjustment is proper and

11 will allow the same. In addition, Citizens reduced the pumping power expense

12 for SCWC by $27,989 to correspond with its proposed reduction in revenue due to

13 conservation. Since we rejected the revenue adjustment, we will reject the

14 pumping power adjustment also.

15 Citizens included a pro forma adjustment of 514 for an estimated

16 increase for 1987 in pumping power expenses, Again, we find this is just an

17 arbitrary number without any convincing evidentiary support and will not allow

18 in.

19 Rate Case Expense

20 The par ties differed substantially on both the amount of rate case

21 expenses to be allowed as well as the amortization period for these expenses.

22 Citizens argued it should be allowed annual legal and regulatory expenses

23 totaling $361,616 for the three divisions, SCWC, SCSC, and SCWUC. For the same

24 three entities, Staff allowed a total of $72,385. RUCO urged disallowance of

25

26

27

28
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1 a l l rate case expense. Staff also recommended a two (2) year amortization

2 I 5 » • » Cperlod, while Cltlzens used a one (1) year period.

3 Much of Citizens' ra te  case expenses are the resul t o f  a  d i r e c t

4 allocation of SAO charges for the various SAO employees who worked on the OSC.

5 Fur thee, these employees are charged out on a loaded hourly rate. The majority

6 of these employees do l i tt le more than work on rate case related matters on a

'7 full-time basis. To a l l ow the i r  t ime to  be  d i rec t l y  charged  as  ra te  case

8 expense encourages the company to spend as many hours as possible on any

9 par titular rate case. Fur thee, we believe this method may double count some

10 SAO costs since they may have already been allocated to Arizona as part of the

11 TY SAO expenses and then directly charged to this o r s Ame other ra te

12 proceeding. Consequently, we are disallowing a l l the SAO direct charged rate

13 case expenses.

14 As to the amort izat ion period, this Commission normal ly wi l l  al low a

15 two-year period. However, we wi l l  go to a sl ightly longer three-year period in

16 this case. W e bel ieve this is just i f ied because of the long t ime per iod from

17 the ini t ial  complaints to the t ime of the Commission's f inal  order herein, and

18 the general ly infrequent nature of rate proceedings for the affected enti t ies.

19 The following is  a  summary o f the lega l  and  ra te  case expenses

20 proposed by Staff and Citizens and our adjustment to the Citizens proposal:

21

22

23

24

25

26 5

27
The Staff position was sometimes referred as a "50-50" spl i t of rate case
expenses between customers and shareholders and at other times as being
merely a two (2) year amortization period for this cost.28
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1

1 Legal & Regulatory Expenses

2

3 Staff Citizensé

Commission
Rate Case
Adjustment

Allowed
Rate Case
Expense

Allowed
Legal

Expense

4

5

svc
SCWUC
SCSC

$24,009
$27 ,988
$20 ,388

$128,957
$120,060
$112,599

($70,168)
($67,327)
($60,099)

$14,950
$10,698
$14,048

$13,940
$20,638
$10,357

6

7

Depreciation on Advances and Contributions

Staff and Citizens ~were in agreement that depreciation should be

8 calculated on all depreciable plant regardless of the source of the financing

g for the plant. Citizens argued that the purpose of depreciation i s to

10 compensate the utility for that par t of its proper Ty which has been worn out

11 (consumed) in providing service to the consumer.

12 RUCO argued that depreciation expenses on advances and contributions

13 should be disallowed. It was RUCO's position that the purpose for depreciation

14 is to recover the original plant investment, and, as such, depreciation should

15 be disallowed when there is no investment by Citizens.

16 We concur with Staff and Citizens and will continue t o allow

17 depreciation expense on advanced and contributed utility plant. The pro rata

18 consumption of contributed or advanced utility of plant in the provision of

19 utility service is a true economic cost which should be reflected in rates.

20 The inclusion of this expense in the accumulated reserve for depreciation (an

21 offset t o rate base) and the f act that no return is permitted on such plant

22 prevent any inequity to ratepayers as a result of our determination herein.

23 Tax Rate

24 Staff and Citizens were in agreement that the proper tax rate was the

25 one in effect at the time of the TY. RUCO argued that the corporate tax rate

26 should be based upon the Tax Reform Act of 1986 ("Reform Act"). Citizens

27 6

28
Staff and Citizens figures reflect total legal and rate case expense plus
two (2) year and one (1) year amortization, respectively.
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1 responded that RUCO has not taken into account all the different tax changes

2 brought about by the Reform Act but has focused on corporate tax rates alone.

3 We concur with Citizens. If the Reform Act is to be considered in

4 this case, then all aspects, both positive and negative, must be considered.

5 Since that was not done, we must reject RUCO's proposal.

6 Pest Control Expense

'7

8 scsc.

In March of 1986, Citizens contracted out its pest control program for

Previous to that time, SCSC did the work with its own employee labor.

9 Citizens made a $15,750 pro forma adjustment to the TY for this program. Staff

IO concurred with the aforementioned pro forma adjustment.

11 We note that Citizens did not make any downward adjustment to expenses

12 to reflect the TY employee labor devoted to pest control. Without that

13 corresponding adjustment, ratepayers would be, in essence, paying for both

14 Citizens' employee labor and outside contract labor attributable to the pest

15 control program. Accordingly, Citizens' pro forma adjustment cannot be

16 accepted.

1'7 Interest Expense

18 Citizens used its debt cost as of December 31, 1985, and its actual

19 capital structure to determine its weighted cost of debt. Staff, on the other

20 hand, used its hypothetical capital structure and debt cost to determine the

21 weighted cost of debt. In turn, both multiplied their calculated weighted cost

22 of debt times their OCRB to determine the amount of interest expense.

23 Consistent with our rejection of hypothetical capital structures in

24 Phase I, we wil l  reject Staff's method of determining pro forma interest

25 expense for income tax purposes. We concur with Citizens' method as applied to

26 the OCRB found in this case.

27

28

•
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Other Expenses

2

3

Staff and Citizens wereFor the remaining expense categories,

agreement with the exception of Citizens' 1987 pro forma

4 As previously discussed , we find the 1987 adjustments to be

5

generally in

adjustments.

arbitrary, speculative, and without any evidentiary support. For that reason

6

'7

8

we will disallow all the 1987 adjustments.

Expense Summary

SCWUCCategory SCSC SCWC

9 $ S 321

10

11

12

77
1,178

8_
42,231
126.631
pa
14.487
48-
86.671

15

16

Salaries and Wages
Other Treatment Plant
Collection System
Other Supply, Power & Purification
Pumping Power
Transmission and Distribution
Customer Accounting
Administrative Office Expense
Legal/Regulatory
Insurance
Injuries and Damages
Welfare and Pensions
Rents
Telephone and Telegraph
Transportation (Net)
Miscellaneous and Per Diem

207,017
58,947
1,821
5,757

352,046
(186)

13,863
113,198
31,336
4,602
32,679
67,391
22,439
5,609
17,412
26,799

$ 123,857
1,279,984

7,975
N/A

1,906
N/A

39,205
131,732
24,405

157
48,696
44,615

N/A
5,827
25,022

$ 21,333

5,565
26,102
52,968

17
Total O & M Expenses

$

$ 960,730 $1,754.714

Depreciation Expense
Tax Other

$ 671,166
306,459

$1,938,355

224,501
$ 38,290
$2,017,505

$

$2,018,710

s 482
234,

$2,736.220
20

21
Net Operating Income Summary

22
scwuc

$ 2,712,948
1,938,355

SCSC
$ 3,821,920
2,017,505

svc
$ 5,420,843
2,736

23

Revenues
Expenses
Net Operating Income

Before Income Taxes $ 774,593 $ 1,804.415 s 2,684,623
24

25 $ $

26

Deductions:
Interest
Tax Depreciation Adjustment
Deductible Expense Capitalized
Taxable Income

69,160
130 ,724
231,453
343 ,256

153,734
78,655
26,546

$ 1,545,480

s 262
$ 98

60.
$2,262.928

27
$

28
Calculated Income Tax
Investment Tax Credit Amortization
Net Operating Income

S

$

$

167,852
51 ,095
657,836

755,740
7,961

S 1,056,636

$ 1,106.572
25.

$ 1,603.708

13

14

18

19
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1 AUTHORIZED DECREASE

2 SCWC

3 With the adjustments adopted herein, adjusted TY operating income is

4 $1 ,222 ,069. However, SCWC needs only $1,219,254 to realize a 5.72 return on

5 FVRB • Such a return wi l l  al low recovery of al l  reasonable TY costs, including

6 (of course) SCW C's share of Ci t izens'  capi tal  costs. This is $381,639 less

7 than SCWC's TY adjusted operating income. Multiplying the excess by the

8 revenue conversion f actor o f  1 .9573 resu l ts  i n  a  decrease i n  revenues of

9 $746.982, or 13.82.

10 SCSC

1 1 With the adjustments adopted herein. adjusted TY operating income is

12 $l,056,636. However, SCSC needs only $713,564 to real ize a 5.2% return on

13 FVRB I Such a return wi l l  al low recovery of al l  reasonable TY costs, including

14 (of course) SCSC's share of Ci t izens'  capi tal  costs. This is $343,072 less

15 than SCSC's TY adjusted operating income. Mul t ip lying the excess by the

16 revenue conversion f actor o f  1 .9573  resu l t s  i n  a  decrease  i n  revenues  o f

17 $67l,495, or 17.6Z.

18 scwuc

19 With the adjustments adopted herein, adjusted TY operating income is

20 $657.836. However, only $332,973 is necessary to achieve an 8.7% return on

21 FVRB s Such a return wi l l  al low recovery of al l  reasonable TY costs, including

22 (of course) SCWUC's share of Citizens' capital  costs. This is $324,863 less

23 than SCWUC's TY adjusted operating income. Mul t i p l y ing the excess by the

24 revenue conversion f actor o f  1 .9573  resu l t s  i n  a  decrease  i n  revenues  o f

25 $635,854, or 23.4Z.

26 RATE DESIGN

27 None of the par t ies proposed any rate design modi f icat ions in this

28 Phase of the proceeding, and therefore we bel ieve that the basic rate designs

:n 21 Rh Decision No.
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1 7
o f SCWUC, SCWC, and SCSC should be preserved. Because SCWC and SCWUC are i n

~r"

2 Active Management Areas ("AMA"), conservation is of the utmost importance.

3

4

Accordingly, the entire water decrease wil l  be reflected in the monthly minimum

charges with the excess gallonage rates remaining the same.

5 Rates - SCWC
Residential and Commercial Customers

6

7 Current
Minimum
Rates

New
Minimum
Rates

8Gal ions
in

Minimum8 Meter Size

9

10

5/8" x 3/4" Meter
1" Meter

1 1/2" Meter
2" Meter
3" Meter
4" Meter
6" Meter

$ 10.31
$ 22.40
$ 44.79
S 68.45
$112.00
$157.00
$245.00

s 7.37
$ 18.20
S 40.40
$ 60.20
$100.00
$142.00
$200.00

5,000
10,000
30,000
45,000
75,000

115,000
185,00012

13 Irrigation Customers

14 Current
Minimum
Rate s

New
Minimum

Rat es

Gallons
in

Minimum15 Meter Size

16 ll! Meter
1 1/2" Meter

2" Meter

$ 19.80
s 39.95
$ 59.75

$ 16.00
$ 32.40
$ 52.20

20 ,000
40,000
60,00017

18 Public Fire Protection

19 Current Rate
Per Hydrant Month

New Rate
Per Hydrant Month

20
s 8.00$ 9.00

21
Private Fire Protection

22
New

Rates23 Connection Size
Current
Rates

24 4" Meter
6" Meter
8" Meter

$ 12.33
$ 18.30
s 24.65

$ 11.00
s 16.30
$ 22.0025

26 7

27
This is not to say that there is no need for rate design changes in these
companies' tari ffs. However, there was simply not sufficient evidence Ir.
this proceeding to just i fy signi f icant rate design restructur ing.

28 8
Gallons in Minimum stays the same for all meter sizes.
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1 Rates - SCSC

2 Schedule of Rates New
Base

Current
Base Surcharge9 Total

3
Residential

4
Per dwelling unit per month S 8.60 $2.38 $ 6.53 $ 8.91

5
Commercial

6
Per unit per month s 8.60 $2.38 s 6.53 $ 8.91

'7

Additional charges - Commercial
8

9
Per additional toilet over

one per unit per month $ 2.00 S .55 $ 1.65 $ 2.20

10

11

Restaurants, per each commercial
dishwasher or garbage grinder
unit per month $15.50 $4.20 $13.00 $17.20

12 Laundromats, per washing machine
per month $ 3.80 $1.02 $3.15 $ 4.17

13

14
Wash racks, per wash rack

per month $7.70 $2.09 s 6.40 s 8.49

15 Rental rooms, per unit per month $ 4.30 $1.18 $3.50 $ 4.68

16 Large Users

17 Per meter per month (includes
20,000 gallons of water
consumed per month) $17.56 $4.77 $14.56 $19.33

Each additional 1,000 gallons of
water consumed, per 1,000 gallons s .60 s .16 $ .60 $ .76

20

21

22

23

24

25
9

26

27

28

SCSC does not have its own sewage treatment services and must contract
out for these services. The Commission, in Decision No. 54551
(June 6, 1985), approved the current surcharges for these services being
provided by the City of Glendale. This is in addition to the base charge
established during normal rate case proceedings.

18

19
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1 SCWUC - Water Service
Residential & Commercial

r

2

3
Current
Minimum
Rates

New
Mi rim um
Ra t e s

10
Gallons

in
MinimumMeter Size

4

5

6

'7

8

5/8" Meter
1" Meter

1 1/2" Meter
2" Meter
3" Meter
4" Meter
6" Meter

$ 15.00
$ 33.00
S 65.00
$ 98.00
$163.00
$229.00
$357.00

$ 10.28
$ 24.00
$ 48.00
$ 70.00
$120.00
$160.00
$250.00

5,000
10,000
30,000
45,000
75,000
115,000
185,000

9
Standpipe water

10

11
Current
Minimum
Rate

New
Minimum
Rat e

12
S 10.00 s 8.00

13

14
Fire sprinkler rate

15 Connection Size

Current
Rate

New
Rate

16

17

4" Meter
6" Meter
8" Meter

10" Meter

S 18.00
$ 27.00
S 36.00
$ 74.00

$ 15.00
$ 23.00
$ 29.00
S 60.00

20

21

22

23

24

25

26

27
10

28 Gallons in Minimum stays the same.

18

19
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»

1 SCWUC - Sewer Service

2 Current
Monthly
Rate

New
Monthly
Rate3 Customer

4 Residential

5 Per dwelling unit per month $16.00 $12.20

6 Commercial

7 Per unit per month $16.00 $12.20

8 Additional charges - Commercial

9 Per addi t ional  toi let  over
one per unit per month $3.70 s 2.80

10

11
Restaurants, per each commercial

dishwasher or garbage grinder
unit per month $29.85 $22.50

12

13
Laundromats, per washing machine

per month s 7.00 s 5.25

14 Wash racks, per wash rack
per month $14.35 $11.00

15

16
Large Sanitary Sewer Service Users

17
Per meter per month (includes

20,000 gallons of water
consumed per month) $33 .00 $24.00

18

19 * * * * * * * * * *

20 Having considered the entire record herein and being fully advised in

21 the premises, the Commission finds, concludes, and orders that :

22 FINDINGS OF FACT

23 Citizens is a Delaware corporation duly authorized to provide

24 utility service in various counties (including Maricopa County) throughout the

25 Sta te  o f  A r i z ona .

26 2. SCWUC is an Arizona corporation engaged in providing water and

27 sewer services to the public for profit within portions of Maricopa County,

28 Arizona. pursuant to authority granted by this Commission.

25 Decision No.
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1 3. SCWC i s an Arizona corporation engaged in providing water

2 services for public purposes within portions of Maricopa County, Arizona,

3

4

pursuant to authority granted by this Commission.

i s4. SCSC an Arizona corporation engaged in providing sewer

5 services to the public for profit within portions of Maricopa County, Arizona,

6 pursuant to authority granted by this Commission.

7 5. SCWUC, SCWC, and SCSC are wholly owned operating subsidiaries of

8 Citizens.

9 6. On September 22, 1983, Mohave-W&W filed Applications for rate

10 increase.

11 7. On June 26, 1984, George Selden, et al., filed a customer rate

12 Complaint calling for a hearing to determine just and reasonable rates for

13 SCWUC 1

14 8. On August 24, 1984, interested customers filed a customer rate

15 Complaint ca l l ing fo r a hear ing to determine just and reasonable rates for

16 Mohave-E.

17 9. On August: 24, 1984, interested customers filed a customer rate

18 Complaint cal l ing for a hearing to determine just and reasonable rates for

19 Santa Cruz.

20 10. On February 12 and 13, 1985, the Commission held preliminary

21 hearings on the SCWUC Complaint.

22 11. On March 11, 1985, interested customers filed a customer rate

23 Complaint calling for a hearing to determine just and reasonable rates for SCWC

24 and SCSC.

25 12. On June 12, 1985, the Commission awarded a contract to TAI for

26 the investigation of Citizens and i ts  subsidiar ies.

27 13. TAI issued its final report on November 30, 1985.

28
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1 14. The Commission issued an OSC on February 1 9 1986 (Decision

2 No. 54894), in which Ci t izens, SCWC, SCSC, and SCWUC were ordered to appear

3 before the Commission to show cause why the recommendations of TAI should not

4 be adopted in their entirety.

5 15. The OSC was consolidated with the SCWUC, SCSC, SCWC, Santa Cruz

6 and Mohave-E Complaints; and also with the Mohave-W&W Applications.

'7 16. The OSC hearings were scheduled in four (4) phases.

8 17. Phase I of this matter was to address generic issues such as cost

9 of capital and Citizens' organization, accounting and recordkeeping , and

10 management practices.

1 1 18. Phase I I o f this matter was t o address all other rate issues

12 identified in the Report with regard to SCWUC, SCWC, and SCSC.

13 19. Phases III and IV of this matter were to address a l l other rate

14 issues ident i f ied in  the Repor t  wi th  regard to  Mohave-E, Santa Cruz, and

15 Mohave-W&W.

16 20. On July 17, 1986, Agua Fria and Tubac Val ley fi led Appl ications

17 for rate increases.

18 21 •

19

By Procedural Order dated August 12, 1986, the Agua Fria and

Tubac Valley Applications were consolidated with the OSC (Phase Iv).

20 22. SCWUC's OCRB, RCRB, and FVRB as of June 30, 1985, are $3,379,161;

21 $4,275,399; and $3,827,280, respectively.

22 23 a SCWC's OCRB, RCRB, and FVRB as of June 30, 1985, are $l2,433,60l;

23 $30,445.999; and $211439,800, respectively.

24 24. SCSC's OCRB, RCRB, and FVRB as of June 30, 1985, are $7,296.286;

25 $20,l48.50l; and $13,722,394, respectively.

26 25. Fair and reasonable rates of return on the FVRB's of SCWUC, SCWC,

27 and SCSC are are 8.7Z, 5.774, and 5.22, respectively.

28
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26. The adjusted TY operating incomes of SCWUC, SCWC, and SCSC are

2 $657.836; $l,603,708; and $1,056,636, respectively.

3 27. Operating income of $332,973 is necessary for SCWUC to yield an

4 8.72 rate of return on its FVRB.

5 28.

6

Operating income of $1,222,069 is necessary for SCWC to yield a

5.7% rate of return on its FVRB.

'7 29.

8

Operating income of $713,564 is necessary for SCSC to yield a

5.2% rate of return on its FVRB.

9 30. SCWUC must decrease operating revenues by $635,854 to produce

10 operating income of $332,973.

11 31. SCWC must decrease operating revenues by $746,982 to produce

12 operating income of $l,222,069.

13 SCSC must decrease operating revenues by $671,495 to produce

14 operating income of $713,564.

15 33 • The lead-lag method of determining the working capital

16 requirement for Citizens is generally more accurate than the formula method

17 sometimes utilized by this Commission, and such a study. should be offered by

18 Citizens in its next rate case.

19 CONCLUSIONS OF LAW

20 Citizens, SCWUC, SCWC, and SCSC are public service corporations

21 within the meaning of Ar tile XV of the Arizona Constitution and A.R.S.

22 §§40-202, et seq., 40-221, et seq., and 40-241, et seq.

23 2. The Commission has jurisdiction over Citizens, SCWUC, SCWC, and

24 SCSC and of the subject matter of the OSC.

25 3. The current rates and charges of SCWUC, SCWC, and SCSC are not

26 just and reasonable.

2'7 4. The rates and charges for services provided by SCWUC, svc, and

28 SCSC established hereinafter are just and reasonable.

32.

28 - Decision No.



E-1032-86-020, et al.

1 5. The SCWUC rate Complaint, the SCWC rate Complaint, and the SCSC

2 rate Complaint matters are now moot.

3 ORDER

4

5

6

'7

8

IT IS THEREFORE ORDERED that Sun City West Utilities Company, Sun City

Water Company, and Sun City Sewer Company be, and the same are hereby

authorized and directed to file with the Commission on or before April 1, 1987 ,

new schedules of rates and charges consistent with the rates and charges set

for Rh at pages 22-25 of this Decision.

9 IT IS FURTHER ORDERED that said new schedules of rates shall be

10 effective for all bills rendered on or after April 1, 1987.

11

12

13

IT IS THEREFORE ORDERED that Sun City West Utilities Company, Sun City

Water Company, and Sun City Sewer Company shall notify each of its customers of

the decreased rates and charges authorized herein and the effective date of

14

15

same by means of an insert in its next regular monthly billing.

IT IS FURTHER ORDERED that the Complaints fi led in Docket Nos.

16 E-1032-84-160, U-1656-85-066, and U-2276-85-066 are hereby dismissed as moot.

17 IT IS FURTHER ORDERED that this Decision shall become effective

immediately.

BY ORDER OF THE ARIZONA CORPORATION COMMISSION.

20

21
CHAIRMAN commissIonER COMMISSIONER

22

23

24

25

IN WITNESS WHEREOF, I , JAMES MATTHEWS,
Executive Secretary of the Arizona
Corporation Commission, have hereunto set my
hand and caused the official seal of this
Commission to be affixed at the Capitol, in
the City of Phoenix, this day
of 1987 •9

26

27 JAMES MATTHEWS
Executive Secretary

28 DISSENT
JLR/sks

18

19
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1 Copies of the foregoing mailed this
4 day of March, 1987, to:

2

3

4

5

Lex J. Smith
Richard L. Sallquist
Evans, Kitchen & Jenckes, P.C.
2600 Nor th Central Avenue
Phoenix, Arizona 85004-3099
Attorneys for Citizens
Utilities Company

6

'7

8

Evo J. DeConcini
Hearing Officer
Arizona Corporation Commission
402 West Congress
Tucson, Arizona 85701

9

10

11

Stephen A. Avilla, Staff Counsel
Residential Utility Consumer Office
34 West Monroe Street, Suite 1016
Phoenix, Arizona 85003

12

13

14

Janice Urbanic, Attorney
Legal Division
Arizona Corporation Commission
1200 West Washington Street
Phoenix, Arizona 85007

15

16

17

Wayne Ruhter, Director
Utilities Division
Arizona Corporation Commission
1200 West Washington Avenue
Phoenix, Arizona 85007

18

19

Mary Ellen Montgomery
Citizens for Good Government
P. O. Box 59
Lake Havasu City, Arizona 86403

20

21

22

Vincent A. Iannone, City Attorney
Lake Havasu City
P. O. Box 70
Lake Havasu City, Arizona 86401

23
1

24

Tom Sanders, Maintenance Supervisor
Lake Havasu Unified School District No.
750 Havasupai Blvd.
Lake Havasu City, Arizona 86403

25

26

27

William Ekstrom
Mohave County Attorney
Mohave County Court House
Kinsman, Arizona 86401

28
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1

2

3

Joe R. Purcell
Mark D. Wilson
Gust, Rosenfeld, Divelbess & Henderson
3300 Valley Bank Center
201 North Central Avenue
Phoenix, Arizona 85073

4

5

6

7

William P. Sullivan
Mar tined & Cur tis
2712 North Seventh Street
Phoenix, Arizona 85006-1003
Attorneys for Nogales-Santa Cruz

Chamber of Commerce

8

9

10

11

12

13

14

15

16

Michael Peter Alcan tar
Lindsay, Hart, Neil & Weigler
Suite 1800, Koin Tower
222 SW Columbia
Portland, Oregon 97201-6618

and
W. Hugh 0'Riordan
Lindsay, Hart, Neil & Weigler
350 Nor th 9th, Suite 400
Boise, Idaho 83702

and
Donald W. Schoenbeck
Drazen-Brubaker & Associates
Suite 1060, Lloyd Tower
825 NE Multnomah
Portland, Oregon 97232
Attorneys for Four Corners Pipeline Company

1'7 Matthew J. Mel ore
Coordinator Contract Administration
Four Corners Pipeline Company
5900 Cherry Avenue
Long Beach, California 90805

20

21

22

23

24

25

26

27

28

18

19
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IIARCIA WEEKS
cmAlnuAn

RENO D. JENNINGS
COMMISSIONER

DALE H. MORGAN
couuulsslonsn

JAMES MATTHEWS
EXECUTIVE sscnsnnv

ARIZONA CORPORATION COMMISSION

DATE : MAY 8 19879

DOCKET NO. : E - 1 0 3 2 - 8 6 - 0 2 0 , et

Enclosed please find the recommendation of Hearing Officer
JERRY L. RUDIBAUGH who presided at the above hearing. The

recommendation has been filed in the form of an Opinion and Order on'

CITIZENS UTILITIES COMPANY (Order to Show Cause) Phase IV

Pursuant to A.A.C. R14-3-l10.B, you may file exceptions to the
recommendation of the Hearing Officer within ten (10) days of the above
date by mailing five (5) copies of the same to me at the address listed
below.

The enclosed is NOT an order of the Commission, but
recommendation of the Hearing Officer to the Commissioners.

merely a

Mattheus
cut Ive Secretary

Jo/djp

E n c .

c c : P a r  t i e s

Ono weer wAs»4lr4ca'ron, PHOENIX, AmzonA 15007 I ala weer CONGRESS STREET, TUCSON, ARIZONA 15101



1

2
MARCIA WEEKS

3 CHAIRMAN
RENZ D. JENNINGS

4 COMMISSIONER
DALE H. MORGAN

5 commissioner

BEFORE THE ARIZONA CORPORATION COMMISSION

6

'7

8

9

IN THE MATTER OF THE COMMISSION' s
COMPLAINT AND ORDER TO SHUW CAUSE
AGAINST CITIZENS UTILITIES COMPANY,
SUN CITY WATER COMPANY, SUN CITY
SEWER COMPANY, SUN CITY WEST UTILITIES
COMPANY.

DOCKET no.
DOCKET NO.
DOCKET NO.
DOCKET no.

E-1032-86-020
U-1656-86-020
U-2276-86-020
U-2334-86-020

10

11

12

IN THE MATTER OF THE APPLICATION OF
CITIZENS UTILITIES COMPANY, AGUA FRIA
WATER DIVISION, FOR RATE ADJUSTMENTS
FOR WATER SERVICE IN ITS CERTIFICATED
AREA.

DOCKET NO. E-1032-86-177

13
IN THE MATTER OF THE APPLICATION OF
TUBAC VALLEY WATER COMPANY, FOR RATE
ADJUSTMENTS FOR WATER SERVICE IN ITS
CERTIFICATED AREA.

)
)
)
)
)
)
)
)
)
)
)
)
)
)
)
>
)
)
)

DOCKET NO. U--1595-86-176

16
DOCKET N0. U-1656-85-066
DOCKET no. U-2276-85-066

19
DOCKET no. E-1032-84-160

22

23

24
DOCKET NO. E-1032-84-213

25

26

27
4

28

20

21

14

15
)
)

COMPLAINT AND PETITION OF RESIDENT RATE-)
PAYERS OF SUN CITY AGAINST SUN CITY )
WATER COMPANY AND SUN CITY SEWER COMPANY)
ALLEGING UNJUST AND UNREASONABLE RATES. )

)
)

COMPLAINT AND PETITION FOR AN ARIZONA )
CORPORATION COMMISSION HEARING TO )
DETERMINE THE EARNINGS OF THE SUN CITY )
WEST UTILITIES COMPANY; FAIR VALUE OF )
THE COMPANY FOR RATE-MAKING PURPOSES )
THEREOF; AND, TO APPROVE A SCHEDULE OF )
RATES AND CHARGES DESIGNED TO DEVELOP )
SUCH RETURN. )

)
)

COMPLAINT AND PETITION FOR AN ARIZONA )
CORPORATION COMMISSION HEARING TO )
DETERMINE THE EARNINGS OF THE CITIZENS )
UTILITIES COMPANY, MOHAVE ELECTRIC )
DIVISION; FAIR VALUE OF THE COMPANY FOR )
RATE-MAKING PURPOSES THEREOF; AND, TO )
APPROVE A SCHEDULE OF RATES AND CHARGES )
DESIGNED TO DEVELOP SUCH RETURN. )

)
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1 COMPLAINT AND PETITION FOR AN ARIZONA )
CORPORATION COMMISSION HEARING TO )

2 DETERMINE THE EARNINGS OF THE CITIZENS )
UTILITIES COMPANY, SANTA CRUZ ELECTRIC, )

3 AND GAS DIVISION; THE FAIR VALUE OF THE )
COMPANY FOR RATE-MAKING PURPOSES THEREQF)

4 AND, TO APPROVE A SCHEDULE OF RATES AND )
CHARGES DESIGNED TO DEVELOP SUCH RETURN.)

DOCKET NO. E-1032-84-214

5

IN THE MATTER OF THE APPLICATION OF
CITIZENS UTILITIES COMPANY FOR RATE

'7 ADJUSTMENTS FOR WATER SERVICE IN
MOHAVE COUNTY, ARIZONA.

6 DOCKET no. E-1032-83-227

8

9 IN THE MATTER OF THE APPLICATION OF
CITIZENS UTILITY COMPANY FOR RATE

10 ADJUSTMENTS FOR WASTEWATER SERVICE
IN MOHAVE COUNTY, ARIZONA.

1 1

)
)
)
)
)
)
)
)
)
)
)
)
>
)

DOCKET no. E-1032-83-228

OPINION AND ORDER
(PHASE Iv)

AGUA FRIA WATER DIVISION
TUBAC VALLEY WATER COMPANY

October 22, 1986

Phoenix, Arizona

12
DATE OF HEARING :

1 3
PLACE OF HEARING:

1 4
PRESIDING OFFICER:

1 5
IN ATTENDANCE :

1 6

Jerry L. Rudibaugh

Renz D. Jennings, Chairman
Marcia Weeks, Commissioner
Sharon B. Megdal, Commissioner

1 7
APPEARANCES :

1 8

1 9

Evans, Kitchel & Jenckes, P. C. , by Lex J. Smith and
Robert J. It kin; J. Michael Love, Attorneys on behalf
of the Respondents;

OD.

2 0
Neal J. Beets, Chief Counsel. Legal Division;
behalf of the Arizona Corporation Commission Staff;

2 1 Sta f f Counsel and A lb e r t H.
on beha l f o f the Re s i d e n t i a l

2 2

Constance L. Trecar tin,
Duncan, St off Counsel ,
Utility Consumer Off ice ;

2 3 BY THE COMMISSICN:

On June 26, 1984, George Selden, et  a l . , fi led with the Arizona

25 Corporation Commission ("Commission") a customer rate Complaint calling for a

26 hearing to determine just and reasonable rates for the Sun City West Utility

Similar complaint petitions regarding the rates of Citizens

24

2 7 C om pany  ( " s c w U c " ) .

2 8

4.

•
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1 » » • » » 1
Ut1l 1t1es Company ("Cltlzens"), Mohave Electric Division ("Mohave-E"); Santa

2 Cruz Electric and Gas Divisions ("Santa Cruz"); and the Sun City Water ("SCWC")

3 and Sun City Sewer Companies ("SCSC") were filed with the Commission by

4 interested customers on August 22, 1984; August 22, 1984; and March 11, 1985,

5 respectively.

6 Preliminary hearings were held on February 12, February 13, June ll ,

'7 June 17, and June 18, 1985, regarding the complaint petitions filed against

8 SCWUC and Mohave-E. In addition, at its regularly scheduled Open Meeting of

9 June 12, 1985, the Commission awarded a contract to Technical Associates,

10 Incorporated ("TAI"), for the investigation of Citizens and its subsidiaries.

11 On November 30, 1985, TAI issued its final Report of Investigation ("Report")

12 making numerous recommendations concerning Citizens' organization, accounting

13 and recordkeeping, management practices, and rates.

14 As a result of the above Report, the Commission issued a Complaint and

15 Order to Show Cause ("ESC") in Decision No. 54894 (February 1, 1986), ordering

16 Citizens, SCWC, SCSC, and scwuc to appear before the Commission to show cause

17 why the recommendations of TAI should not be adopted in their entirety. The

18 OSC was consolidated with the scwuc, SCWC, SCSC, Mohave-E, and Santa Cruz rate

19 Complaints ; and also with the Applications of Citizens, Mol av e County

20 Wastewater and Water Divisions ("Mohave-W&W") for a rate increase. These

21 latter Applications had been filed on September 22, 1983.

22 Hearings were scheduled in four (4) phases commencing with Phase I on

23 June 23, 1986, at the Commission's offices in Phoenix, Arizona. Phase I was to

24 address generic issues of rate of return and Citizens' organization, accounting

25 and recordkeeping, and management practices.

26

27
1

28
Where appropriate in view of the context, the term "Citizens" will also be
used to denote its various divisions and subsidiaries.

1

Q
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1 The Arizona Residential Utility Consumer Dffice ("RUCO"); Sun City

2 Taxpayers Association and George Selden, et al. ("SCTA"); Mr. Gerald J. 0'Brien

3 ("Inf:ervenor 0'Brien"); and the Proper ty Owners and Residents Association

4 ("PORA") requested and were granted permission to intervene in Phase 1.

5 Interveners 0'Brien and PORA were designated a single (additional) class of

6 interested persons for purpose of the hearing pursuant to A.C.R.R. R14-3-105.

7 On April 14, 1986, RUCO filed a Motion to Continue which was granted

8 in par t by Decision No. 55022 (May 7, 1986). Pursuant to that Decision, all

9 the Phases were rescheduled with Phase I commencing on August 22, 1986.

10 On July 17, 1986, the Agua Fria Division ("Agua Fria") of Citizens and

the Tubac Valley Water Company, Inc. ("Tubac Valley"); f i l e d for rate

12 increases. By Procedural Order dated August 12, fl986, the Agua Fria and Tubac

13 Valley Applications were consolidated with the OSC.

14 Phase o f the proceedings culminated with Decision No. 55474

15 (March 18, 1987).

16 Phase II commenced in Phoenix, Arizona, on September 10, 1986, and was

l'7 designed to address alls specific ratemaking issues concerning scwuc, svc and

18 SCSC (other than cost of capital). That portion of the proceedings culminated

19 with Decision No. 55488 (March 18, 1987).

20 Phase III commenced in Nogales, Arizona, on September 22, 1986, and

21 was designed to address revenue requirements, issues, etc., for SCED and SCGD

22 (again, excepting cost of capital).

23 Phase IV was bifurcated into two separate hearings. The f i rst  port ion

24 of Phase IV commenced in Bullhead City, Arizona, on October 14, 1986, and was

25 concerning Mohave-E and

26

designed to address all specific ratemaking issues

Mohave-W&W (again excepting cost of capital). The second portion of phase IV

27 commenced in Phoenix, Arizona, on October 22, 1986, and was designed to address

28 all specific ratemaking issues concerning Agua Fria and Tubac Valley (again,
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1 except ing cost of  capi tal ) . Prior to the hearing, RUCO had requested and was

2 granted permission to intervene.

3 The Agua Fria and Tubac Valley matters came before a duly authorized

4 Hear ing Off i cer  of  the Commission at  the Commission 's of f i ces in  Phoenix,

5 Arizona, on October 22, 1986. Intervenor RUCO, Agua Fria and Tubac Valley, and

6 Staff appeared through counsel.

'7 At the conclusion of a full public hearing, this matter was adjourned

8 pending submission of a Recommended Opinion and Order by the Presiding Officer

9 to the Commission.

10 NATURE OF CITIZENS' OPERATIONS

Citizens is a Delaware corporation authorized by this Commission to

12 provide water, wastewater, telephone, electr ic, and gas service to the publ ic

13 within portions of Mohave, Maricopa, and Santa Cruz Counties, Arizona. During

14 1985,  Ci t i zens had $267 mi l l ion of  revenues f rom i ts ut i l i ty  operat ions in a

15 ten (10) state area. Approximately 412, or $109.4 mi l l ion, of those operating

16 revenues came from Arizona. Citizens i s Arizona's f i f t h  l a r g e s t  u t i l i t y  i n

17 terms of operating revenues. Agua Fr ia is an operat ing div is ion of  Ci t izens,

18 and Tubac Val ley is an Ar izona corporat ion and whol ly owned subsidiary of

19 C i t i z e n s .

20 NATURE OF TUBAC VALLEY AND AGUA FRIA OPERATIONS

21 Agua Fria was granted a  Cer t i f i ca te of Convenience and Necessity

22 ("Certificate" or "CC&N") by the Commission on November 29, 1976, in Decision

23 No. 47491 to provide water service within an area of Maricopa County, Arizona.

24 Its service area is south and west of Sun Ci ty,  Ar izona. Agua Fria's current

25

26

rates and charges were approved by the Commission in Decision No. 47491.

Dur ing the Test  Year  ( "TY")  ending June 30, 1985, Agua Fria averaged 308

27 customers •

28
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1 Tubae Valley was granted a Car tificate by the Commission on

2 November 12, 1959, in Decision No. 31919 to provide water service within an

3 area in and around the community of Tubac, Arizona, in Santa Cruz County,

4 Arizona. That Certificate has been amended in subsequent years. Tubae's

5 current rates and charges were approved by the Commission in Decision No. 52544

6 (October 22, 1981). During the TY, Tubae Valley averaged 301 customers.

7 COST OF CAPITAL

8 In Decision No. 55474 (March 18, 1987), the Commission established the

9 overall cost of capital for Agua Fria and Tubac Valley at 9.84Z. N o  f u r t h e r

10 discussion of this matter is deemed necessary, and that figure will be applied

11 herein.

12 TEST YEAR

13 The TY used was the year ending June 30, 1985. Because of the length

14 of the proceeding, the TY has become somewhat stale. However, numerous pro

15 forma adjustments for known and measurable changes were made to the TY at the

16 time of the hearing to obtain a more realistic relationship between revenues,

17 expenses, and rate bases. With these adjustments, we continue to believe that

18 the TY utilized in the TAI Report is reasonable for the intended purposes.

19 RATE BASES

20 Staff and Citizens were generally in agreement on original cost rate

21 bases ("OCRB") and reconstruction cost rate bases ("RCRB") for Agua Fria and

22 Tubac Valley with the exception of trending of land for RCRB and the amount of

23 cash working capital to be allowed. There were substantial differences in the

24 "f air value" rate base ("FVRB") for al l the respondent companies, since

25 Citizens used Dr. Christy's method of weighting the OCRB by the debt ratio and

26 weighting the RCRB by the equity ratio in the establishment of FVRB.

27

28
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1 Cash Working Capital

2 Citizens used the "formula method" to ascertain a pro et allowance forP

3 cash working capital. As Citizens pointed out, this method i s easier to

4 calculate and as such is supposedly less controversial. By definition, the

5 formula method will always result in some positive allowance for cash working

6 capital.

'7 Staff, on the other hand, conducted a lead-lag study for cash working

8 capital. 4 | I I 2That study 1nd1 cated that a negative allowance was approprlate. I n

9 spite of this, Staff took a conservative approach and recommended a zero cash

10 working capital allowance.

11 Citizens argued that Staff's lead-lag study was hopelessly flawed and

12 hence should not be used in this proceeding. According to Citizens, it did not

13 do its own lead-lag study because the cost would be "prohibitive". Citizens

14

15 per entity.

estimated a properly conducted lead-lag study would cost approximately $40,000

Citizens was also critical because the Staff cash working capital

16 calculation did not take into consideration certain "non-cash" items such as

17 depreciation expenses, deferred income tax expenses, investment tax credits,

18 uncollectable accounts, and various deferred debits and credits. In addition,

19 Citizens argued that since Staff included interest expenses in its study, it

20 should also have included equity costs since there is a lag between the time

21 service is rendered and funds are paid out in dividends. Citizens also

22 criticized Staff for not including average daily bank balances in its study.

23 We concur that the "formula method" has the advantage of simplicity,

24 but it also has the disadvantage that it will always provide for a positive

25 cash working capital requirement no matter how unreasonable and inaccurate that

26 2

27

28

In other words, not only was Citizens not providing funds to i ts
subsidiaires for working capital, their operations (i.e., customers) were
providing additional cash resources which could be used to finance other
parts of their utility proper ty.
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1 result. Fur thee, Citizens' argument to include i tems such as depreciat ion

2 expenses would change the resulting calculation from "cash working capital" to

3 Clearly, the former is the proper

4

"cash and non-cash working capi tal " .

• 3ca1 cu1at1on. As to the appropriateness of using a lead-lag study in this case

5 instead of the "formula" approach, Ci t izens was put on notice when Staff f i led

6 i t s  l ead- lag s tudy that  i t  was go ing to  be considered. Citizens could have

'7 easily presented i t s own lead-lag study or even corrections to Staff's i f i t

8 believed that study to be inaccurate.

9 The "formula method" of determining cash working capital requirements

10 for Citizens results in an excessive allowance. In  th i s  case ,  we  be l i eve

Staff 's lead-lag study provides a more accurate portrayal  of working capi tal .

12 However, because Staff was unable to obtain complete and precise data on the

13 revenue for these two we will alsocollection lag operations, take a

14 conservative approach and adopt Staff's "zero" cash working capital allowance

15 recommendation. I n  add i t i on , we  wi l l requ i re  Ci t i zens to  present ( a t a

16
The

17

reasonable cost )  a  l ead- lag s tudy in  i ts  next  genera l  ra te  proceeding.

study should be separated by type of utility such as water, wastewater, gas,

18 and electric.

19 Land Valuation

20 Citizens included land accounts at trended replacement costs in

21 a r r i v i n g  a t i t s RCRB.

22 Department of Labor, Bureau of Labor Stat ist ics.

It used indices published by the United States

Citizens indicated it had

23 used this procedure in previous cases, and  t ha t  i t had been approved by the

24 Commission. Both RUCO and Staff did not trend up the land accounts, although

25 Staff had also originally trended these amounts.

26

2'7 3

28
See Dec is ion Nos.
(December 22, 1983).

53761 (September 30 , 1983) and 53 849
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1

2 general sale.

4

Clearly, Citizens is holding the land for utility purposes and not for

Any increase in its value for ut i l i ty purposes i s pure

3 speculation and, accordingly, land accounts will be limited to their original

cost value for determining the RCRB's. See also Decision No. 55493 .

5

6

Summary

Except for the aforementioned differences, Staff and Citizens were

generally in agreement on the amount of net utility plant in service for all

8 these entities.

'7

We will use the companys' rate bases and make the appropriate

9 adjustments.

10

11

12

13

The adjustments to rate bases for Agua Fria are summarized below and

result in an OCRB of $698,903, an RCRB of $959,072, and a FVRB of $828,988.4

Agua Fria

AdjustmentsOCRB RCRB

14

15

$721,865
($ 16,5z7)
($ 6,435)

Cash Working Capital
Customer Deposits
Land

$990,488
($ 16,527)
(S 6,435)
(S 8,454>

16

17 The adjustments to rate bases for Tubae Valley are summarized below

and result in an OCRB of $294,000, an RCRB of $662,24l, and a FVRB of $478,121.

Tubac Valley

20 OCRB Adjustments RCRB

21 $299,033
($ 5,033)

22
Cash Working Capital
Land

$670,351
($ 5,033)
($ 3,077)

23

24

25

26 4

27
clearly
without
use the

28

As discussed in Phase I of this matter, Dr. Christy's method
overstates the FVRB and, accordingly, will be rejected herein
fur thee discussion. See Decision No. 55474. Instead, we will
traditional 50-50 weighting of OCRB and RCRB as proposed by Staff.

18

19
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1 REVENUES

2 Citizens and Staff were in agreement that the TY revenues for Agua

3 Fria were $154,645. Fur thee, they were in agreement that the TY revenues for

4 Tubae Valley were $75,239.

5 EXPENSES

6 Most of the differences between Staff Citizens in the expenseand

'7 categories resulted from differences i n the salary and wage expenses,

8 administrative office expenses, and rate case expenses. We note that by f at

9 the largest differences were in rate case expenses.

10 Allocation of Stamford

11 Administrative Office ("sAo") Expense

12 The SAO of Citizens provides a broad range of support and technical

13 services for its various divisions and subsidiaries. The majority of the SAO

14 expenses are directly charged to the proper ties involved.

15

The remaining

expenses are allocated using the "Four Factor" formula which was developed in

16 the 1950' s and subsequently used (with perhaps some modification) in all ten

17 (10) states in which Citizens provides utility services. The four (4) f actors

18 used are utility plant, operation and maintenance ("O&M") expenses, customers,

19

20

and payroll charged to 0&M expenses.

RUCO recommended elimination of the customer component, deletion of

21 purchased energy from the O&M expenses, and an allocation of 2174 of the general

22 expenses to passive investment subsidiaries. The 21% allocation was arrived at

23 by comparing the dollar amount of utility plant in service to the dollar amount

24 of investment balance.

25 According to Citizens, the passive investment subsidiaries primarily

26 monitor a portfolio of tax exempt securities and are managed professionally by

27 an investment S€IIViC€» That professional management expense i s directly

28
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1 charged 1007! to the subsidiary, and any involvement by Citizens' personnel is

2 minimal .

3 We concur with Citizens that it is inappropriate to compare the amount

4 of dollars passively invested in securities to the amount of utility plant and

5 simply conclude that the same relative amount of time and effort are needed to

6 manage each. Accordingly, we reject RUCO's proposal to assign 2174 of the

7 expenses to passive investment subsidiaries.

8 We also concur with Citizens that the "Four Factor" method is an

9 acceptable allocation procedure. RUCO's proposed elimination of one of the

10 f actors would, no doubt, be beneficial to some entities and harmful to others.

11 Any change in the allocation methodology would, of necessity, produce different

12 results. However, without some compelling reason to change, we will continue

13 to approve the "Four Factor" method.

14 As f at as the amount of SAO expenses, Staff and Citizens had the same

15

16

pre-1987 "method" and 1987 pro forma differences as they did for the salaries

and wages categories in Phase II (see Decision No. 55488). The pre-1987 method

17 used by Citizens resulted in an increase of almost 2574 in SAO salaries and

18 wages over the recorded salaries and wages for the year ending June 30, 1985.

19 with the 1987 pro forma adjustment added on, the increase is almost 3574.

20 Clearly, increases of this magnitude during these times of low inflation cannot

21 be justified without some persuasive evidence other than the bare assertion by

22 Citizens that they are reasonable. Consistent with our discussion under

23 Salaries and Wages in Phase II, we will deny Citizens' proposed increase in

24 these expenses.

25 Rate Case Expense

26 The par ties d i f f e red subs tan t i a l l y  on  both the amount o f  r a t e case

27 expenses to be allowed as well as the amortization period for these expenses.

28 Citizens argued it should be allowed annual legal and regulatory expenses

•
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1 totaling $62,381 for Tubac and Agua Fria. For the same two entities, Staff

2 allowed a total of $9,318.

3

RUCO urged disallowance of a l l rate case expense.

I 1 » 5 n » •Staff also recommended a two (2) year amok t 1zat1on perlod, while C1t 1zens used

4 a one (1) year period.

5 Much of Citizens' rate case expenses are the result of a direct

6 allocation of SAO charges for the various SAO employees who worked on the OSC.

'7 Fur thee, these employees are charged out on a loaded hourly rate. The majority

8 of these employees do little more than work on rate case related matters on a

g full-time basis. To allow their time to be directly charged as rate case

10 expense encourages the company to spend as many hours as possible on any

11 par ticular rate case. Fur thee, we believe this method may double count some

12 SAO costs since they may have already been allocated to Arizona as par t of the

13 TY SAO expenses and then directly charged to this or some other rate

14 proceeding. Lastly, we note that Citizens rate case expenses for Agua Fria is

15 approximately 22Z of its O&M expenses, and for Tubae Valley, approximately

16 3874. Consequently, we are disallowing a l l the SAO direct charged rate case

17 expenses .

18 As to the amortization period, this Commission normally will allow a

19 two-year period. However, we will go to a slightly longer three-year period in

20 this case. We believe this is justified because of the generally infrequent

21 nature of rate proceedings for the affected entities and the unique nature of

22 this OSC proceeding.

23 The following i s  a summary of the legal and rate case expenses

24 proposed by Staff and Citizens and our adjustment to the Citizens proposal :

25

26 5

2'7
The Staff position was sometimes referred to as a "50-50" spl it of rate
case expenses between customers and shareholders and at other times as
being merely a two (2) year amortization period for this cost.

28
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1 Legal & Regulatory Expenses

2

3 Staff Citizens6

Commission
Rate Case
Adjustment

Allowed
Rate Case
Expense

Allowed
Legal

Expense

4 Agua Fria
Tubac Valley

5

S 6,782
$ 2,536

$ 35,743
$ 26,638

($27,387)
($23,802)

$1,824
$ 945

$ 2.885
-0..

Depreciation on Advances and Contributions
6

Staff and Citizens were in agreement that depreciation should be

'7 calculated on all depreciable plant regardless of the source of the financing

8 fo r  the  p l ant .

9 compensate the util ity for that part of its proper Ty which has been worn out

1110 (consumed) in providing service to the consumer.

Ci t izens argued that the purpose of depreciat ion is to

RUCO argued that depreciation expenses on advances and contributions
12

should be disallowed. It was RUCO's position that the purpose for depreciation
13

i s t o recover the original plant investment 9 and , as such, depreciation should
14

be disallowed when there i s HO investment by Citizens.
15

We concur with Staff and Citizens and will co rt true to allow
16

depreciation expense on advanced and contributed utility plant.
17

The pro rata

consumption of contributed o r advanced utility of plant i n the provision of
18

utility service i s a true economic cost which should be reflected i n rates.
19

The inc lus ion of this €XP€DS€ in the accumulated reserve for depreciation (an
20

21
offset to rate base) and the f act that no return is permitted on such plant

22
prevent any inequity to ratepayers as a result of our determination herein.

23
Tax Rate

Staff and Citizens were in agreement that the proper tax rate was the
24

one in effect at the time of the TY. RUCO argued that the corporate tax rate
25

should be based upon the Tax Reform Act of 1986 ("Reform Act"). Citizens
26

6
27 Staff and Citizens figures reflect total legal and rate case expense plus

two (2) year and one (1) year amortization, respectively.
28
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4

responded that RUCO has not taken into account all the different tax changes

2 brought about by the Reform Act but has focused on corporate tax rates alone.

3 We concur with Citizens. I f the Reform Act i s t o b e considered i n

4 this case, then all aspects, both positive and negative, must be considered.

5 Since that was not done, we must reject RUCO's proposal.

6 Interest Expense

'7 Citizens used its debt cost as of December 31, 1985, and its actual

8 capital structure to determine its weighted cost of debt. Staff, on the other

9 hand, used its hypothetical capital structure and debt cost to determine the

10 weighted cost of debt. In turn, both multiplied their calculated weighted cost

11 of debt times their OCRB to determine the amount of interest expense.

12 Consistent with our rejection of hypothetical capital structures in

13 Phase I, we will reject Staff's method of determining pro forma interest

14 expense for income tax purposes. We concur with Citizens' method as applied to

15 the OCRB found in this case.

16 Other Expenses

17 For the remaining expense categories, Staff and Citizens were

18 generally iD agreement with the exception of Citizens' 1987 pro forma

19 adjustment s . As previously discussed, we find the 1987 adjustments to be

20 arbitrary , speculative , and without any evidentiary support. For that reason,

21 we will disallow all the 1987 adjustments.

22

23

24

25

26

27

28
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1 Expense Summary

Category Agua Fria Tubae Valley

$ 20,759$

$

29,717
17,703
30.994

248
1 ,073
7,843
4,709

304
2,295
6,703

..0_
68

2,365
10,906 $

$ 50,234

1,245
8,174

N/A
943

5,637
945
119

1,435
5,749

N/A
42

2,267
2,919

2

3 Salaries and Wages
Other Supply, Power & Purification

4 Pumping Power
Transmission and Distribution

5 Customer Accounting
Administrative Office Expense

6 Legal/Regulatory
Insurance

'7 Injuries and Damages
Welfare and Pensions

8 Rents
Telephone and Telegraph

9 Transpor ration (Net)
Miscellaneous and Per Diem

10
Total 0 & M Expenses

1 1

12

$ 114,928

Depreciation Expense
Tax Other

$ 43,440
10,006

$ 168,374
S
$

16,268
10,124
76,626

13
Net Operating Income Summary

Agua Fria
$ 154,645

168,374

Tubac Valley
$ 75,239

76,626

14

15 Revenues
Expenses

16 Net Operating Income
Before Income Taxes (S 13,729) ($ 1,387)

17
Deductions:
Interest
Tax Depreciation Adjustment
Deductible Expense Capitalized
Taxable Income

$ 14,817
15,047
36,470
80,063)

6,233
1,417
7,320)
1,717)

20

21
Calculated Income Tax
Investment Tax Credit Amortization
Net Operating Income

($

(S

$

39,151)
3,042

28,464

S

(
(S

($

($

840)
438
109)

22

23

24

25

26

27

28

18

19
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1 AUTHORIZED INCREASE

2 Agua Fria

3 With the adjustments adopted herein, adjusted TY operating income is

4 $28,464. However, Agua Fria needs $68,806 to realize an 8.3% return on FVRB.

5 Such a return will allow recovery of all reasonable TY costs, including (of

6 course) Agua Fria's share of Citizens' capital costs. This is $40,342 more

'7 than Agua Fria's TY adjusted operating income. Multiplying the deficiency by

the revenue conversion f actor of 1.9569 results in an increase in revenues of8

9 $78,945, or 51.02.

10 Tubae Valley

11 With the adjustments adopted herein, adjusted TY operating income is

12 ($109). However, Tubae Valley needs $28,687 to realize a 6.075 return on FVRB.

13 Such a return will allow recovery of all reasonable TY costs, including (of

14 course) Tubae Valley's share of Citizens' capital costs. This is $28,796 less

15 than Tubac Valley's TY adjusted operating income. Multiplying the defic iency

16 by the revenue conversion f actor of 1.9569 results in an increase in revenues

1'7 of $56,351, or 74.9Z.

18 RATE DESIGN

19 Agua Fria and Tubac Valley increased the rates and charges in the same

20 proportions as their requested overall increases. RUCO argued that the

21 aforementioned rate designs did not provide any incentive for customers to

22 conserve. However, neither RUCO nor Staff offered its own rate design.

23 We find there was no compelling evidence to support modification of

24 the current rate design. Therefore, due to the lack of any satisfactory

25 alternatives to Agua Fria and Tubae Valley's proposals, we will maintain the

26 present rate designs with percentage increases equal t o the overall percentage

27 revenue increases.

28 w * * * k * * * * w

•
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Having considered the entire record herein and being fully advised in

2 the premises, the Commission finds, concludes, and orders that:

3 FINDINGS OF FACT

4 Citizens is a Delaware corporation duly authorized to provide

5 utility service in various counties (including Maricopa County) throughout the

6 State of Arizona.

'7 2. Tubac Valley is an Arizona corporation engaged in providing water

8 services to the publ ic for profit within portions of Santa Cruz County,

9 Arizona, pursuant to authority granted by this Commission.

10 3 . Agua Fria is an operating division of Citizens engaged in

11 providing water services to the public for profit within portions of Maricopa

12 County, Arizona, pursuant to authority granted by this Commission.

13 4. On September 22, 1983, Mohave-W&W filed Applications for rate

14 i n c rease .

15 5 . On June 26, 1984, George Selden, et al., filed a customer rate

16 Complaint calling for a hearing to determine just and reasonable rates for

17 scwUc l

18 6 . On August 24, 1984, interested customers filed a customer rate

19 Complaint calling for a hearing to determine just and reasonable rates for

20 Mohave-E.

21 7 . On August 24, 1984, interested customers filed a customer rate

22 Complaint calling for a hearing to determine just and reasonable rates for

23 Santa Cruz .

24 8. On February 12 and 13, 1985, the Commission held preliminary

25 hearings on the SCWUC Complaint.

26 9. On March 11, 1985, interested customers filed a customer rate

27 Complaint calling for a hearing to determine just and reasonable rates for SCWC

28 and  scsc .
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1 10. On June 12, 1985, the Commission awarded a contract to TAI for

2 the investigation of Citizens and its subsidiaries.

3 TAI issued its final report on November 30, 1985.

4 12. The Commission issued an OSC on February 1, 1986 (Decision

5 No. 54894), in which Citizens, SCWC, SCSC, and SCWUC were ordered to appear

6 before the Commission to show cause why the recommendations of TAI should not

7 be adopted in their entirety.

8 13 I The OSC was consolidated with the SCWOC, scsc, svc, Santa Cruz

9 and Mohave-E Complaints; and also with the Mohave-W&W Applications.

10 14. The OSC hearings were scheduled in four (4) phases.

11 15. Phase I of this matter was to address generic issues such as cost

12 of capital and Citizens' organization, accounting and recordkeeping , and

13 management practices.

14 16. Phase I I of this matter was t o address all other rate issues

15 identified in the Report with regard to scwuc, svc, and scsc.

16 17. Phases  I I I  and IV  of  th i s  mat ter  were to address  a l l  other  rate

1'7 issues identified in the Report with regard to Mohave-E, Santa Cruz, and

18 Mohave-W&W.

19 18. On July 17. 1986, Agua Fria and Tubac Valley filed Applications

2 0 for rate increases.

By Procedural Order dated August 12, 1986, the Agua Fria and

22 Tubac Valley Applications were consolidated with the OSC (Phase Iv).

21 19.

23 20. Notice of the Agua Fria Application was given to each of its

2 4 customers.

25 21. Notice of the Tubac Valley Application was given to each of its

26 customers.

27 22. Agua Fria's OCRB, RCRB , and FVRB as of June 30, 1985, are

28 $698.903; $959,072; and $828.988, respectively.

18 - Decision No.
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1 23 • Tubae Valley's OCRB, RCRB, and FVRB as of June 30, 1985, are

2 $294,000; $662,241; and $478,l21, respectively.

3 24. Fair and reasonable rates of return on the FVRB's of Agua Fria

4 and Tubac Valley are are 8.32 and 6.07§, respectively.

5 z5.

'7

The adjusted TY operating income for Agua Fria and Tubac Valley

6 are $28,464 and ($109), respectively.

Operating income of $68,806 is necessary for Agua Fria to yield26.

8 an 8.3% rate of return on i ts FVRB.

9 27. Operating income of $28,687 is  necessary for  Tubac Val ley to

10 yield a 6.02 rate of return on its FVRB.

28. Agua Fria must increase operating revenues by $78,945 (51.0%) to

12 produce operating income of $68,806.

1 1

13 29. Tubae Valley must increase operating revenues by $56,351 (74.9%)

14 to produce operating income of $28,687 .

15 CONCLUSIONS OF LAW

16 C i t i z e n s , Agua Fria, and Tubac Valley are public service

17 corporat ions wi thin the meaning of Ar t i le XV of the Ar izona Const i tut ion and

18 A.R.S. §§40-202, et seq., 40-221, et seq., and 40-241, et seq.

19 2. The Commission has jur isdict ion over Ci t izens, Agua Fr ia, and

20 Tubae Valley and of the subject matter of the OSC.

21 3. The proposed rates and charges of Agua Fria and Tubac Valley are

22 not just and reasonable.

23 4. Notices of the proposed tariffs of Agua Fria and Tubae Val ley

24 were given in the manner prescribed by law.

25 5. The rates and charges for water services establ ished hereinafter

26 for Agua Fria and Tubac Valley are just and reasonable.

27

28
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1 ORDER

2 IT IS THEREFORE ORDERED that Agua Fria Water , Division shall be

3 authorized and directed to file the following amended schedule of rates and

4 charges:

5 Monthly Usage Charge :

6

7

5/8" x 3/4" meter
3/4"meter

1" meter
1 1/2" meter

2" meter

s 9.06
$ 13.59
$ 18.12
$ 36.24
$ 54.368

(includes 2,000 gallons)
(includes 3,000 gallons)
(includes 4,000 gallons)
(includes 5,000 gallons)
(includes 6,000 gallons)

9 Excess gallonage charge per 1,000 gallons $ 1.51

10 IT IS FURTHER ORDERED that the Tubac Valley Water Company shall be

11 authorized and directed to file the following amended schedule of rates and

13

14

12 charges:

Monthly Usage Charge:

5/8" x 3/4" meter (includes 2,000 gallons or less) $ 17.93

15 s 1.75

16

Excess gallonage charge per 1,000 gallons

IT IS FURTHER ORDERED that said rates and charges shall be effective

17 for all service provided on or after June 1, 1987.

18 IT IS FURTHER ORDERED that Agua Fria Water Division and Tubac Valley

19 Water Company shall notify each of its customers of the approved rates and

20 charges and the effective date of same by means of an insert in its next

21 regular monthly billing.

22

23

24

25

26

27

28
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1 IT IS FURTHER ORDERED that this Decision shall become effective

2 immediately.

3 BY ORDER OF THE ARIZONA CORPORATION COMMISSION.

4

5
CHA IRMAN

6

7

COMMISSIONER COMMISSIONER

8

9

IN wiTnEss WHEREOF, I, JAMES mumps, Executive
Secretary of the Arizona Corporation Commission,
have hereunto set my hand and caused the official
seal of this Commission to be affixed al: the
Capitol, in the City of Phoenix, this day
of , 1987 .

10

11

12

13

JAMES MATTHEWS
Executive Secretary

DISSENT
JLR/sks

14
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2'7

28

i

18

19

21 an Decision No.



W

E-1032-86-020, et al.

1 Copies of the foregoing mailed this
92% day of May, 1987, to:

2

3

4

Lex J. Smith
Richard L. Sallquist
Evans, Kitchen & Jenckes, P.C.
2600 Nor th Central Avenue
Phoenix, Arizona 85004-3099

5 Attorneys for Citizens
Utilities Company

6
Evo J. DeConcini

'7 Hearing Officer
Arizona Corporation Commission

8 402 West Congress
Tucson, Arizona 85701

9

10

11

Theodore L. Humes, Director
Residential Utility Consumer Office
34 West Monroe, Suite 1016
Phoenix, Arizona 85003
(602) 255-1431

12
Janice Urbanic, Attorney

13 Legal Division
Arizona Corporation Commission

14 1200 West Washington Street
Phoenix, Arizona 85007

15

16

17

Wayne Rutter, Director
Utilities Division
Arizona Corporation Commission
1200 West Washington Avenue
Phoenix, Arizona 85007

18

19

20

Mary Ellen Montgomery
Citizens for Good Government
p. o. Box 59
Lake Havasu City, Arizona 86403

21

22

Vincent A. Iannone, City Attorney
Lake Havasu City
p. o. Box 70
Lake Havasu City, Arizona 86401

23

24 1

25

Tom Sanders, Maintenance Supervisor
Lake Havasu Unified School District No.
750 Havasupai Blvd.
Lake Havasu City, Arizona 86403

26

27

William Ekstrom
Mohave County Attorney
Mohave County Court House
Kinsman, Arizona 86401

28
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1

2

James E. Chavez, City Attorney
City of Kinsman
310 Nor th Four Rh Street
Kinsman, Arizona 86401

3
David C. Kennedy

4 Attorney at Law
100 W. Clarendon, Suite 200

5 Phoenix, Arizona 85013

6 Joseph R. McKinney
City Attorney

7 City of Nogales
1018 Grand Avenue

8 Nogales, Arizona 85628-0930

9

10

Hon. Marcelino Varona, Jr. , Mayor
City of Nogales
1018 Grand Avenue
Nogales, Arizona 85621

11

12
Anthony Pavone
P.O. Box 608
Nogales, Arizona 85628-0930

13

14
George Selden
17831 Buntline Drive
Sun City West,. Arizona 85375

15

16
William Bowen
13222 Keystone Drive
Sun City West, Arizona 85375

1'7
Sun City Taxpayers Association
12630 Nor th 103rd Avenue
Sun City, Arizona 85351

20
Walter Johnson
19410 130th Av€Ill1€
Sun City West, Arizona 85375

21

22

23

Marshall B. Gar th
PORA Committee on Utilities

and Taxation
13313 Meeker Boulevard
Sun City West, Arizona 85375

24

25
Gerald J. 0'Brien
13313 Meeker Boulevard
Sun City West, Arizona 85375

26

27

28
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4

I

1

2

3

Joe R. Purcell
Mark D. Wilson
Gust, Rosenfeld, Divelbess & Henderson
3300 Valley Bank Center
201 North Central Avenue
Phoenix, Arizona 85073

4

5

6

William p. Sullivan
Mar tined & Cur tis
2712 Nor Rh Seventh Street
Phoenix, Arizona 85006-1G03
Attorneys for Nogales-Santa Cruz

Chamber of Commerce'7

8

12

13

14

15

Michael Peter Alcantar
Lindsay, Hart, Neil & Weigler

9 Suite 1800, Koin Tower
222 so Columbia

10 Portland, Oregon 97201-6618
and

11 w. Hugh O'Riordan
Lindsay, Hart, Neil & Weigler
350 Nor th 9th. Suite 400
Boise, Idaho 83702

and
Donald W. Schoenbeck
Drazen-Brubaker & Associates
Suite 1060, Lloyd Tower
825 NE Multnomah
Portland, Oregon 97232
Attorneys for Four Corners Pipeline Company16

l'7 Matthew J. Mel ore
Coordinator Contract Administration
Four Corners Pipeline Company
5900 Cherry Avenue
Long Beach. California 90805

20

21 By .44/1 9 <>f 844<;4
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25

26

27

28
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REM! D. JENNINGS

CHAIRMAN

MARCIAWEEKS
coumssaonen

JAMES MATTHEWS
ExEcuT lvs  SECRETARY

CARL J. KUNASEK
conulssvousn

ARIZONA CORPORATION COMMISSION

DATE: DECEMBER 20, 1996

DOCKET NOS : E-1032-95-433 and E- 1032-95-040

TO ALL PARTIES:

Enclosed please find the recommendation of Hearing Officer Jerry Rudibauh.
recommendation has been filed in the form of an Opinion and Order on:

The

CITIZENS UTILITES COMPANY - ARIZONA ELECTRIC DIVISION (RATES & DSM)

Pursuant to A.A.C. R14-3-1 l0(B), you may file exceptions to the recommendation of the Hearing
Officer by tiling an original and ten (10) copies of the exceptions with the Commission's Docket Control
at the address listed below by4:00p.m. on or before:

DECEMBER 27, 1996

The enclosed isNOT an order of the Commission, but a recommendation of the Hearing Officer
to the Commissioners. Consideration of this matter hastentativelybeen scheduled for the Commission's
Working Session and Open Meeting to be held on:

DECEMBER 30, 1996

For more information, you may contact Docket Control at (602)542-3477 or the Hearing Division
at (602)542-4250.

M.; James Matthus
EXECUTIVE SECRETARY

JM
Enc.
cc: ALL PARTIES

1200 WEST wAsl41naTon. PHOENX, ARIZONA usoor I we WEST CONGRESS STREET. Tucson, ARIZONA 1s7o1



BEFORE THE ARIZONA CORPORATION COMMISSION

RENZ D. JENNINGS
CHAIRMAN

MARCIA WEEKS
COMMISSIONER

CARL J. KUNASEK
COMMISSIONER

DOCKET no. E-1032-95-433

DOCKET no. E-1032-95-040IN THE MATTER OF THE APPLICATION OF
CITIZENS UTILITIES COMPANY, ARIZONA
ELECTRIC DIVISION, FOR AN EXTENSION
OF ITS DEMAND SIDE MANAGEMENT
ACCOUNTING ORDER TO INCLUDE LOST
NET REVENUES AND FOR AN INCENTIVE
MECHANISM.

DECISION no.

IN THE MATTER OF THE APPLICATION OF )
CITIZENS UTILITIES COMPANY, ARIZONA )
ELECTRIC DIVISION, FOR A HEARING TO )
DETERMINE THE FAIR VALUE OF ITS )
PROPERTIES FOR RATEMAKING PURPOSES )
TO FIX A JUST AND REASONABLE RATE OF )
RETURN THEREON, AND TO APPROVE RATE )
SCHEDULES DESIGNED TO PROVIDE )
SUCH RATE OF RETURN. )

>
)
)
)
)
)
)
)
)
) OPINION AND ORDER

PUBLIC COMMENTS : June 6, 1996, Lake Havasu City and Kinsman, Arizona,
June 7, 1996, Nogales, Arizona.

DATES OF HEARING: March 15, 29, April 15, 29, and August 9, 1996 (pre-
hearing conferences), August 13, 14, 15, 16, 19, 20, 21,
22, and 23, 1996.

Phoenix, ArizonaPLACE OF HEARING:

PRESIDING OFFICER:

1`N ATTENDANCE:

Jerry L. Rudibaugh

Rent D. Jennings, Chairman
Marcia Weeks, Commissioner
Carl J. Kunasek, Commissioner

APPEARANCES: Ms. Beth Ann Bums, Associate General Counsel, and Mr.
Craig A. Marks, Associate General Counsel, on behalf of
Citizens Utilities Company;

Mr. Paul Michaud and Mr. James Beene, Staff Attorneys,
on behalf of the Residential Utility Consumer Office;
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Mr. Steven C.Rich, on behalf of the ArizonaCommunity
Action Association,
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Mr. Raymond S. Heyman, ROSHKA, HEYMAN &
DeWULF, on behalf of Mohave County Economic
Development Authority; and
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Mr. Christopher C. Keeley and Ms. Janice S. Alward,
Staff Attorneys, Legal Division, on behalf of the Utilities
Division of the Arizona Corporation Commission.
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BY THE COMMISSION:

On September 13, and as amended on October 11, 1995, Citizens Utilities Company ("Citizens"

or "Company") filed with the Arizona Corporation Commission ("Commission") an application for a

permanent increase in electric rates. On October 13, 1995, the Commission's Utilities Division Staff

("Staff") filed a notice that the rate application has met the sufficiency requirements of A.A.C. R14-2-103

and that the Company has been classified as a Class A utility. Our October 30, 1995 Procedural Order

set the matter for hearing on June 12, 1996. In addition, public comment meetings were scheduled for

Lake Havasu City and Kinsman, Arizona on June 6, 1996 and Nogales, Arizona on June 7, 1996.

Subsequently, there were numerous discovery disputes between primarily the Residential Utility

Consumer Office ("RUCO") and Staff on the one hand and the Company on the other hand. Oral

arguments on the discovery disputes occurred on March 15, March 29, April 15, and May 10, 1996. The

Presiding Officer issued the following decision at the March 15, 1996 oral argument:

(2)
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We find that pursuant to A.A.C. R14-2-l03(B)(1 l)(e)(ii) there are clearly
extraordinary events in this case.

Those extraordinary events are each of the following:
(1) Citizens has knowingly failed to respond to discovery requests on

a timely matter. Our October 30, 1995 Procedural Order clearly
specif ied a time frame of ten days in which to respond to
discovery requests. Citizens filed an objection to such time frame
and requested it be set instead at 15 business days. Pursuant to our
October 30, 1995 Procedural Order, Citizens' objection was
denied within ten days of their request. Citizens has never
appealed that Procedural Order and has taken no steps to change
their internal process to insure compliance with the Procedural
Order. In fact, Citizens readily admits they have been late an
average of 14 days in responding to RUCO and Staff data
requests. We note that even under Citizens' proposed discovery
schedule, Citizens' responses would have been late:
The second extraordinary event is the multi-step process that
Citizens has in gathering information and developing their
responses, and

(3) The third extraordinary event results from Citizens filing three rate
cases within several weeks of each other.

While we find each of the above is an extraordinary event by itself, cumulatively
we find it even more compelling.
We find that the Company's clear violation of the October 30, 1995 Procedural
Order has handed Staff's and RUCO's opportunity to analyze data and fully
present their case(s). As a result, we are going to immediately stay the time-clock
rules in this case.

Our May 7, 1996 Procedural Order determined that the time-clock rules were extended by 62 days

as a result of the extraordinary events. Further, the hearing was rescheduled to commence on August 13,

•
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1996.

On April 1, 1996, Staff filed a Motion tO Consolidate ("Motion") Docket No. E-1032-95-040 with

the rate case Docket No. E-1032-95-433. Staff' s unopposed Motion was granted by our April 16, 1996

Procedural Order.

RUCO, Arizona Community Action Association ("ACAA"), Santa Cruz Valley Citizens Council,

Inc., Land and Water Fund of the Rockies ("Law Fund"), City of Nogales, and Mohave County

Economic Development Authority ("MCEDA") requested and were granted intervention.

This consolidated matter came before a duly authorized Hearing Officer of the Commission at

the Commission's otiices in Phoenix, Arizona on August 13, 1996. Citizens, RUCO, ACAA, Law Fund,

MCEDA, and Staff appeared through counsel. At the conclusion of the hearing, thematter was adj outed

pending submission of simultaneous initial and reply briefs on October 3, and October 22, 1996,

respectively. .

DISCUSSION

1. NATURE OF APPLICANT'S OPERATIONS AND PROPOSED INCREASES
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Citizens is a Delaware corporation engaged in the business of providing public utility electric

service in Arizona through its Arizona Electric Division ("AED") pursuant to certificates of public

convenience and necessity granted by the Commission. The AED consists of Mohave Electric Division

("MED"), which serves customers in Mohave County, Arizona, and the Santa Cruz Electric Division

("SCED"), which serves customers in Santa Cruz County, Arizona. MED has grown from 34,052

electric customers in 1990 to 47,824 in June 1996, an increase of over 40 percent. SCED has grown from

9,862 electric customers in 1990 to 11,802 in June 1996, an increase of approximately 20 percent.

In its application, Citizens requested an increase in operating revenues for electric service of

$7,182,577 or 9.1 percent. The Company's proposed rate increase varied from a 17.6 percent increase

for the "in°igation" class to 6.5 percent for the "industrial and industrial contract" class. The customer

class, requested revenue increase, and proposed percentage of increase are as follows:

•
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Customer Class

Proposed
Revenue
Increases

Proposed
Percentage
Increases

Irrigation
Residential
Commercial
Industrial & Industrial Contract
Public St./I-lwy Lighting
Other Public Authority
Interchange

s 31,914
3,731,642
22104,831

702,226
19,495

583,144
9.325

17.56%
10. 17%
7.99%
6.49%
9.02%

10.83%
8.90%

Total Revenue Increase 1.182.577

The requested increase was subsequently revised downward during the course of the proceeding

to $3,081,471 or 3.9 percent. If the same relationships were maintained in the previous chart, the

Colnpany's revised proposed increase per class would be as follows:

Customer Class

Proposed
Revenue
Increases

Proposed
Percentage
Increases

Irrigation
Residential
Commercial
Industrial & Industrial Contract
Public St./Hwy Lighting
Other Public Authority
Interchange

s 13,691
1,600,874

902,972
301,255

8,363
250,169

4.000

7.53%
4.36%
3.43%
2.78%
3.87%
4.65%
3.82%

Total Revenue Increase §_.08l..471

Staff and RUCO both recommended decreases in the Company's operating revenues. The

recommended decreases by Staff and RUCO were $465,730 or .59 percent and $462,000 or .59 percent,

respectively.
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11.RATE BASE

In its application, the Company proposed an original cost rate base ("OCRB") of $100,840,186.

Staff and RUCO proposed several adjustments which resulted in OCRB's of $87,247,671 and

$88,965,000, respectively.

A. Construction Work In Progress ("CWlP"3

The Company included $5,365,628 of claimed CWIP in its application. Both Staff and RUCO

recommended the removal of all CWIP from rate base. Subsequently, the Company determined that

•
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functional difficulties as a result of the conversion to a new computerized Project Cost Management

System caused errors in the Company's accounting records. The accounting error caused certain

completed projects to be misclassified as CWIP. During the course of the proceeding, the Company

corrected this error and reclassified projects in the amount of $2,315,632 as plant-in-service as of year

ended March 31 , 1995 ("TY"). Further, the Company agreed that the remaining $3,049,996 amount was

correctly classified as CWIP and should be removed from rate base.

RUCO agreed with the Company's revised position of including the completed projects in the

amount of $2,315,632 in rate base. Staff recommended that only 90 percent of the completed projects

be allowed since the Company acknowledged that some of the $2.3 million amount would be used to

serve customers who began to take service after the end of the TY. Staff estimated the amount of such

plant to be 10 percent and recommended $23 l ,000 be disallowed from rate base. Staffoffset that amount

with a recommendation that $109,000 of construction placed into service after the end of the TY to

provide electric service to Scott Paper' be included. The net result of Staff' s recommendation was to

allow into rate base Me amount of $2,193,632

We concur with the Company and RUCO. There is no dispute that the plant was in fact

completed and devoted to public service. Based on the record, we believe Staff' s recommendation was

a result of the Company's numbers changing several times as part of its rebuttal case. According to Staff

this resulted in little time for discovery and analysis. Although we disagreed with Staff' s

recommendation, we do share the concerns expressed regarding numbers changing several times on or

about August of 1996 when the TY ended in March 1995 .

B. Accounting Release Number 13 ("AR-l3"l

The Company is allowed to accrue allowance for funds used during construction ("AFUDC")

until plant is completed and placed in service. The Federal Energy Regulatory Commission ("FERC")

issued an accounting release in 1983 ("AR-l3") dealing specifically with calculation of AFUDC when

there are restricted-use long-term debt involved in the capital structure that utilities use for financing.

The Company has issued Industrial Development Revenue Bonds ("IDRBs") which can only be

l

•

Scott Paper became a customer shortly after the end of the TY.
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utilized for specific construction projects. The proceeds from the IDRB are required to be held in a

construction trust fund until the fids are actually needed to finance the specific project. The Company

is able to invest these undrawn trust funds in short term securities and earn interest. The interest income

is offset against the interest expense Citizens is incurring on the IDRBs. Citizens applies an AFUDC rate

comprised of debt and equity to the unspent proceeds, and the difference between the AFUDC rate and

the net investment earnings is capitalized as AR-13 costs and added to rate base.

Citizens asserts that its procedures for recording AFUDC are consistent with AR-13 and comply

with generally accepted accounting principles. In addition, Citizens indicated that its procedures comply

with Decision No. 55474, dated March 18, 1987. According to Citizens, that Decision required the use

of an Arizona property specific AFUDC rate which includes any debt that has been issued for

construction at a specific operation, a proportionate share of any general corporate debt, and the

Commission authorized rate of return on common equity for the specific operation for any common

equity funds used to fund construction expenditures. Citizens indicated that where AR-13 and Decision

No. 55474 were in conflict, Citizens would always chose the procedure which resulted in the lowest

AFUDC rates.

The Commission determined in Decision No. 58360, dated July 23, 1993, that the Citizens

procedures did not comply with AR-13 because the entire undrawn balance of IDRB funds was not

included with other long-term debt in the AFUDC calculations. The Commission ordered the Company

to comply with AR-13. As a result of that Decision, Citizens indicated its calculation of AR-13 AFUDC

was inconsistent with the remainder of Citizens operations in Arizonan. Although Staff has conducted

discovery in that docket, no Staff Report was ever issued. The Company requests the Commission direct

the Company, Staff, and RUCO to work together and develop a joint recommendation on the correct

AFUDC procedures for all of Citizens operations. The Company indicated the proposal to review the

AFUDC procedure for all of Citizens Arizona operations at the same time was also recommended by

RUCO.
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On May 4, 1994, Citizens tiled an application in Docket No. E-1032-94-139 requesting
that the Commission review in one proceeding the AR-13 AFUDC procedures applicable to all of the
Arizona operations that use IDRB funding.
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If the Commission decides to address the AR-13 AFUDC procedures in this case, Citizens

asserted the Commission should approve the methodology used by the Company. According to the

Company, neither Staff nor RUCO has taken into account the conflict between Decision No. 55474 and

AR-13 procedures.

RUCO concluded that the Company's method of calculating the AFUDC did not follow AR-l3

procedures. As a result, RUCO recommended that the Company's rate base be reduced by $l,992,535.

According to RUCO, AFUDC "includes the net cost for the period of construction of borrowed funds

used for construction purposes and a reasonable rate on other funds when so used .

RUCO indicated that construction balances will first be financed by available short-term debt

outstanding. When the average CWIP balance exceeds the average short-term debt balance, the excess

CWIP balance is assumed to be ratably financed by the total balance of long-term debt, preferred stock

and common equity. According to RUCO, the entire IDRB balance must be utilized in the Company's

capital structure for purposes of calculating the AFUDC rate.

Based on its analysis, RUCO determined the Company failed to include the entire issue of the

restricted-use long-term debt in its calculation and ignored the requirement to first utilize short-term debt

in the development of the amount of AFUDC. Lastly, the Company deviated from the AR-13 formula

when its AFUDC methodology assumed that to the extent Arizona specific construction requirements

cannot be financed entirely from Arizona IDRB's, any additional financing would come exclusively from

common equity financing. As a result, RUCO concluded the Company was significantly over

capitalizing AFUDC.

Staff made a similar analysis and recommended a reduction in rate base of $2,117,361 .

According to Staff the Company does not include the entire issue of the IDRB debt along with other debt

in calculating its AFUDC rate. The Company assumes that any construction expenditures not financed

by the portion of IDRB anticipated to be drawn down in a given year are financed by common equity.

Staff indicated this was extremely unfair since project specific IDRB debt constitutes almost 124 percent

of AED's proposed rate base.

Staff recommended the Company's request for an additional proceeding be denied. According

to Stafani this issue was previously decided in Decision No. 58360 and the Commission should simply

..." As a result,

•
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reaffirm its position.

It is clear that Citizens used a method to calculate AFUDC other than the FERC formula that was

approved in Decision No. 55474. Contrary to Citizens' claims, it is not clear that Citizens' method

benefits AED ratepayers. Because the AFUDC rate is calculated annually, the lower cost of debt

associated with the IDRBs is realized only in the year following expenditure of those IDRB proceeds,

even though Citizens is paying that low cost interest from the year of the draw down until the principal

is repaid. Additionally, Citizens has not shown, on a year-by-year basis, that its method of calculating

AFUDC rates resulted in a lower rate than the rate which would have resulted if Citizens had used the

AR-13 method. It is unclear whether Citizens is following the other requirements of AR-13. While we

have found that Citizens has failed to show that it is complying with Decision No. 55474 and Decision

No. 58360, Staff and RUCO have not provided the Commission with calculations of the proper amount

of AFUDC. Rather than disallow the entire amount as proposed by RUCO and Staff, we will recognize

that the IDRBs are equally beneficial to ratepayers and stockholders and disallow 50 percent of the

accrued AFUDC or $996,268. At the same time we believe the AFUDC rate associated with IDRB

construction projects needs to be further clarified. Since the IDRB funds can only be utilized for specific

construction projects, then in all cases the AFUDC rate should be the same rate that Citizens must pay

on the lDRBs for those specific construction projects. The amount of AFUDC then must be offset by

the amount of interest earned while the funds are held in a trust account. Under no circumstances should

Citizens be making additional profits by applying any equity rate to these specific construction projects.

C. Materials and Supplies

The Company included materials and supplies as rate base in the amount of $l,822,277. In

response to Staff' s Data Request No. LA-AED-9-226, the Company acknowledged that it had made a
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correcting entry in November 1995 in the amount of $187,000 to the materials and supplies balance. As

a result, both Staff and RUCO recommended a $187,000 reduction in the Company's rate base. We

concur.

D. Stamford Administrative Office ("SAO") Common Plant

Stair recommended the rate base be decreased by $7,826 to reflect an updated allocation of SAO

plant to the AED operations. The Company in its application utilized a 3.49 percent SAO four-factor

o

•
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allocation. Staff utilized an updated four-factor allocation as of December 31 , 1994 of 3.41 percent. This

resulted in a 2.29 percent reduction in SAO plant allocated to the AED.

In response, the Company expressed concern that utilizing an allocation for AED based on 1994

data will violate the matching principle and distort the integrity of the TY.

We find that a four-factor allocation based on actual 1994 data would approximate the TY which

ended three months later. As a result, we approve Staff' s adjustment.

In addition, Staff recommended rate base be decreased by $17,009 to reflect the disallowance of

the cost of office space and furnishings for retired Citizens executive Mr. FIshier Jacobson, for expensive

art and lavish office furnishings; and for Cadillac DeVille "pool" cars. According to Staff; most of these

items were previously disallowed in Citizens' rate cases.

In response, Citizens indicated that Staff did not present any objective evidence that would

demonstrate the various furnishings were lavish. Furthermore, Staff` has excluded the cost of conference

tables, desks, chairs and pool cars in their entirety. Citizens asserted that, at a minimum, the Commission

must allow a reasonable cost for furnishings and pool cars.

.. We concur with Staff that the items listed were lavish and consistent with previous Commission

Decisions, should be disallowed. On the other hand, we agree with Citizens that some reasonable amount

should be allowed for conference tables, desks, chairs and pool cars. However, none of the parties have

provided any evidence as to what would be a reasonable amount. Rather than disallow the entire amount,

we will flow 50 percent of the amount as reasonable for the furnishings and pool cars. As to the office

for the retired executive, we will be consistent with previous Decisions and disallow that entire amount.

In reviewing Staff' s Exhibit No. 18, it is unclear of the exact disallowance that applies to the executive

office. However, we can make a reasonable approximation. Based on the above, we will decrease rate

base by 2/a of Staff' s recommended $17,009 or $11,339. Accordingly, our total SAO plant disallowance

is $11,339 plus $7,826 or $19,165.

E. Cash and Working Capital ("CWC")

Cash worldng capital is defined as the amount of cash needed by a utility to pay its day-to-day

expenses incurred in providing service in relation to the timing of the collection of revenues for those

services. If the timing of the Company's cash expenditure, in the aggregate, precede the cash recovery

c

•
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of expenses, investors must provide some level of cash worldng capital. However, 'm the situation where

the ratepayers remittances, on the average, precede the Company's cash disbursements for expenses, then

the ratepayers are considered the providers of cash worldng capitaL

A properly conducted lead lag study is the most accurate method to develop a utility's CWC

requirement. The Company conducted a lead lag study in this case and determined a CWC requirement

of $438,799 was necessary. RUCO and Staff however, disagreed with some aspects of the Company's

lead lad study and recommended onerous adjustments.

Staff made the following adjustments which would result in a CWC of a negative $4,378,855:

(1) recalculated revenue lags to provide a weighted average between the Mohave and Santa Cruz

divisions, (2) removed rate case expense, (3) removed the CARES program amortization expense from

the calculation; (4) corrected errors in the Insurance, Injuries and Damages lag days; (5) adjusted pension

expense lag days, (6) separated federal from state income taxes and corrected calculations of lag days as

to each, (7) removed prepaid demand charges; (8) adjusted expense lag days to reflect the check clearing

lag; and (9) revised the lead lag analysis to reflect the effects of Staffs other proposed expense

adjustments in those cases where lead lag analysis applied to the expenses.

RUCO made the following adjustments which would result in a CWC of a negative $4,093,201 :

(1) removed prepaid demand charges; (2) removed the CARES expense that represents discounts in

revenues; (3) adjusted expense payment lags to reflect a lag for check clearing time, and (4) revised the

analysis to reflect the effects of RUCO's other proposed expense adjustments.

During the proceeding, Citizens accepted many of these proposed adjustments. The proposed

adjustments that were not agreed to are discussed below. We will use Staff' s worldng capital amounts

and make our adjustments to that CWC determination.

In 1993, Citizens renegotiated its purchased power contract with Arizona Public Service

Company ("APS"). Citizens was able to reduce its power costs but had to prepay APS approximately

$1 .7 million in demand charges. The Company attempted to offset the prepayment against its

outstanding purchased power and fuel adjustment clause ("PPFAC"). According to the Company, its

offset proposal was blocked by Staff As a result, the Company included the prepaid amount in its CWC

calculation. RUCO and Staff removed the prepaid amount from CWC since the PPFAC bank balance
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has been over-collected during the same time period.

In response to the over-collected argument, the Company asserted that the PPFAC is not always

over-collected. The PPFAC was designed without an interest component because it normally fluctuates

between over and under-recovery. The Company opined that fairness requires that the loss of the time

value of the prepaid demand charges be recognized in the CWC.

According to RUCO, the Company's calculation suggests that it will prepay $1 .7 million a full

two years before such amount is billed to customers. In effect, the Company proposes to recognize

approximately $3.5 million as an on-going rate base allowance. Since the Company has been amortizing

the prepaid amount since April 1993, the unamortized balance at the end of the TY was only $1 .3 million.

Staff made similar arguments against inclusion of the prepayment. Further, Staff indicated

amortizations of prior period deferred costs are typically excluded since they are not test year cash

expenses. Staff opined that clearly the maximum amount of TY expense which the Company should

have applied a payment lag would have been the annual amortized amount of $394,872.

We find that the Company's prepayment is providing benefits to its customers and that the

Company is losing the time value of the prepayment. We also agree with RUCO that under the

Company's proposal of utilizing the entire amount of $1 .7 million in conjunction with 654 lead days is

going to allow die Company an on-going rate base requirement of $3.5 Million. We believe the correct

method would utilize the annual payment amount of $394,872 in conjunction with 654 lead days. This

would reduce Staff' s CWC adjustment to($3,672,966).

F. Accumulated Deferred Income Taxes ("ADIT"l

Staff made adjustments to reflect ADIT to rate base as an offset to SAO plant and I-LAO plant in

the amounts of $98,702 and $l08,204, respectively. In addition, Staff made an adjustment to the ADIT

for the AED in the amount of $64,403 to reflect a discrepancy between the Company's workpapers and

tax returns. Lastly, Staff removed $636,809 of debit balance from the ADIT balance of AED. This

amount of ADIT was associated with "Schedule M" items which presents a reconciliation between book

income and taxable income. Staff removed ADIT debit amounts associated with expenses disallowed

for raternaddng purposes.

The Company did not rebut the aforementioned ADIT recommendations. Accordingly, we
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approve Staff' s recommendations reducing rate base by $908,118.

G. Demand Side Management ("DsM"l Costs

The Company included deferred DSM costs in rate base in the amount of $575,303. Staff

opposed inclusion of these deferred costs since the Company is already allowed to accrue interest on the

DSM balance. According to Star this would result in a double recovery. Subsequently, the Company

agreed with Staffs recommendation. Accordingly, we will remove the $575,303 amount Hom rate base.

111. ORIGINAL COST RATE BASE SUMMARY

Based on the foregoing, the following statement details the adjusted TY original cost rate base

("OCRB") for ratemaldng purposes:

Citizens's Proposed
Adjusted Rate Base

Commission Approved
Adjustments

Adj vestment
Amounts

$100,840,186
CWIP
AR-13

Materials & Supplies
SAO Plant

Worldng Capital
ADIT
DSM

($3,049,996)
($996,268)
($187,000)
($19,165)

($3,672,966)
($843,715)
($575,303)

Commission Adjusted Rate Base $91,495.773

IV. RECONSTRUCTION COST NEW RATE BASE

In Schedule B-l of the application, Citizens presents a jurisdictional reconstruction cost new rate

base ("RCNRB") of $l57,093,144. All of the adjustments reflected in our determination of die OCRB

are equally applicable to the RCNRB. No change in these adjustments is necessary to restate them in

terms of reconstruction cost new. Thus, ourRCNRB is $147,684,328.
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The Commission has traditionally determined the "fair value" rate base ("FVRB") by taking the

average of OCRB and RCNRB. No party has suggested different weighting be used in this proceeding.

Consequently, we will find that Citizen's adjustedFVRB at March 31 , 1995 is $119,557,849.

v. FAIR VALUE RATE BASE
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VI. OPERATING INCOME1
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Gross Annual Revenues

The Company had actual revenues during the TY of $84,297,834 from which pro forma

adjustments totaling ($5,306,587) reduced it to $78,991,247.

1. Customer Growth

In order to properly match revenues to the end of TY plant that is included in rate base, Staff

proposed a revenue annualization. Staff proposed adjustments to the residential, commercial, and

industrial classes.

For the residential class, Staff is proposed adjustment took into consideration both electric sales

as an energy charge and the monthly customer charge. StaN" recommended increasing TY residential

revenues in the amount of $727,552.

Staff made a similar adjustment for the commercial class with consideration of electric sales

based on the level of customers at TY end. Staff recommended increasing TY commercial revenues in

the amount 0f$275,162.

Staff annualized the revenues for several industrial customers. AddWest Mineral Mining

Operation ("AddWest") began receiving electric service in January 1995. Staff made an adjustment to

annualize AddWest's revenues resulting in an increase in TY revenues in the amount of $727,294. In

addition, Staff annualized the revenues for Scott Paper which began receiving service from Citizens on

April 27, 1995, less than one month after the end of the TY. This revenue annualization increased

revenues by $446,952. Similarly, Staff annualized the revenues for Safeway Stores which discontinued

service on April 13, 1995, only thirteen days alter the end of the TY. The Safeway adjustment resulted

in a decrease to revenues in the amount of $63,561 .

In response, the Company urged rejection of Staff' s proposal to bring new customers into the TY.

According to the CoMpany, the Staff proposal ignores all new plant and associated costs necessary to

serve these new customers. In addition, the Company argued that at least one customer was set at the

wrong rate. The Company indicated that although Staff attempted to make an adjustment to purchased

power for new customers, the adjustment was unrealistic and inaccurate.

We concur with Staffs adjustment to annualize revenues for TY end customers. This would

A.
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result in a better match of TY and rate base. We are not convinced that we should make adj ustments for

customers added or subtracted after the end of the TY. This results in mismatches that are difficult to

overcome. Accordingly, we adopt Staffs proposal except for the Scott Paper and Safeway Stores

adjustments.

B. Operating Revenues Summary

Operating Revenues(per Citizens)
Commission Approved Adjustments

$78,991,247

Residential Annualization
Commercial Annualization
AddWest

$727,552
$275,162
$727.294

Operating Revenues (per Commission) $80,721,255

Annual Operating Expenses

Based on its application, the Company had actual TY operating expenses of $78,676,276, which

it adjusted by ($5,899,650) to $72,776,626. RUCO and Staff recommended numerous adjustments to

Citizen's proposed operating expenses. For the reasons set forth hereinafter, we find that for ratemaldng

purposes the TY operating expenses were $72,924,972 .

1. Adjustments Agreed to by Citizens

Expenses should be reduced by $123,240 to eliminate the amortization of deferred costs
for Citizens' Assistance Residential Energy Support Program ("CARES"),

Contributions and entertainment expenses in the amount of $7,458 should be removed,

EPRI dues in the amount of $25,202 should be removed;

Income tax expense should be reduced to reflect the effective Arizona state corporate
income tax rate of 8.26 percent,

Life insurance expense for split-dollar life insurance and Company-owned life insurance
in the amount of $230,041 should be removed;

Payroll and payroll tax expenses should be reduced by $22,696 and $502, respectively,
to account for a 3.5 percent wage increase for MED union employees, to correct the
vacancy factor, to correct a FICA error for SCED, and to annualize payroll for a part-time
employee,

Rate case expense should be reduced by $355,980 to eliminate the AED's portion of the
rate case expense amortization from the last proceeding,
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Shareholders' 60th YearMemoryBook expense of $27,396 should be removed,

•

c.
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Supplemental pension expense of $20,187 for Dr. Tow should be removed, and

Telephone expenses in the amount of $8,266 should be removed as out-of-period
expenses,
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2. Purchased Power Costs

In conjunction with its proposed revenue annualization, Staff proposed an increase in purchase

power expense of $l,55l,658. Staff assumed the averagepurchased power cost to serve those additional

customers would stay the same.

In response, the Company was eNded of Staff for oversimplifying the cost of purchase power for

additional load. According to Citizens, it is most likely that the average power cost would increase

because marginal costs and system losses would also increase as load increased.

We concur with Staff consistent with our revenue adjustment. Accordingly, we approve an

increase in purchased power expense in the amount of $1 »382,875.

3. Re-amortization of APS Capacity Purchase Agreement

Staff reduced pro forma purchased power expense by $208,402. According to Staff, the AED had

a balance remaining of $1 ,349,154 associated with its prior capacity purchase agreement with APS. The

Company has been amortizing this expense at the rate of $32,906 per month and had included $394,872

in its proposed pro forma expenses. Staff re-amortized the remaining balance over the period rates are

anticipated to be in effect for this proceeding.

In response, the Company complained that Staff was attempting to back out of its agreement as

to the proper time period to amortize these amounts. In addition, Citizens opined that Staff was engaging

in single-issue ratemaddng by focusing on this single element of the cost of service.

We concur with Staff If these expenses are not re-amortized to match the anticipated period that

rates will be in effect, the Company will over collect from these expenses.

4. Properly Tax Expense

During the proceeding, the parties reached agreement to utilize the Arizona Department of

Revenue's ("DOR") methodology to calculate properly tax. Staff revised its recommendation taking into

consideration Staff' s CWIP adjustment and AR-l3 adjustment. As a result, Staff recommended a

reduction of $88,305. Similarly, RUCO's adjustments totaled ($54,000). Subsequent to the hearing, the
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Company filed an exhibit requesting property tax expense be increased by $72,536 for the plant additions

that had been mis-identified as CWIP. Staff subsequently modified its position on the CWIP adjustment

but opposed the Company's late-filed exhibit to increase property tax by $72,536 since property tax

should decrease under HIB2005. Staff indicated in its closing brief that HB2005 had removed the $0.47

per $100.00 of assessed valuation for the State of Arizona component of property tax. Staff estimated

this change would reduce property tax by $162,688.

In response, the Company criticized Staff for again going outside the TY. The Company

complained dirt because Staff brought this issue up for the first time in its brief, it had no opportunity

to propose discovery, offer testimony or conduct cross examination on this issue.

Based on our CWIP determination and the use of the DOR methodology we concur with RUCO's

proposed reduction of $54,000. Further, we concur with the Company's subsequent increase of $72,536

for the CWIP adjustment. We also concur with Staff' s proposal to reduce property tax by $162,688 due

to HB2005. Clearly, the DOR methodology included the State of Arizona component in calculating the

property tax. It would not be fair for customers to pay this tax to the Company to simply add to their

profits. Clearly, that was not the intent of the legislation. Although this item came up after the

conclusion of the hearing, we will take administrative notice of HB2005. The net result of the above

three adjustments is to reduce property tax by $144,152.

5. Emplovee Benefits

Staff and RUCO were critical of the Company's proposed expenses associated with pensions,

group medical, group life, and 401K benefit plans (collectively "Employee Benefits"). RUCO proposed

a reduction of $131,146 to Employee Benefits to reflect the 1995 actual levels versus the Company's

1995 budgeted amount. Staff made a similar adjustment of $121 ,848 to remove what it referred to as a

double count.

In response, the Company revised its Employee Benefits downward by $77,605 to reflect actual

TY end cost levels. Staff subsequently concurred with the Company's revision. RUCO continued to

argue its methodology was superior.

We concur with the Company and Staff. We find a reduction of $77,605 properly reflects end

of TY expense levels.
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6. Uncollectible Expenses

During the TY, the Company's uncollectible expense was $336,341. Staff compared the

Company's TY amount with the years 1991 through 1995 and determined the TY was considerably

higher. The TY uncollectible percentage was .43033 percent while the four year comparable average

percentage was .2705 percent. Included in Staff's average percentage was a $29,500 adjustment for

uncollectibles for 1994 for Mega Foods. The Company had included a $36,047 write-off for Mega

Foods. Since the Company also had retained a deposit from Mega Foods of $25,000 plus accrued interest

of $4,500, Staff offset the $36,047 write off by those amounts. As a result of the adjusted four year

average, Staff proposed a reduction of $102,068 to the Company's uncollectible expenses.

In response, the Company accepted Staff's use of a four year average in determining the

uncollectible rate. However, the Company disagreed with the Mega Foods adjustment since the

automatic stay of the bankruptcy court prohibits offsetting a deposit against uncollectibles.

We concur with Staff. We note that even with the offset adjustment to Mega Foods, the

uncollectible percentages for 1994 is 40 percent higher than any of the comparable years. Consistent with

this determination, we will utilize Staffs calculated uncollectible rate of .2705 percent for use in

calculating the gross revenue conversion factor.

7. TARGET: Excellence Costs

The Company initiated a corporate level training program in 1993 entitled TARGET: Excellence

("Program"). The purpose of the Program was to improve customer service, productivity and employee

satisfaction. As a measure of the Program's success, the Company indicated that the number of Citizens'

customers have tripled since 1989 while the number of SAO employees has remained relatively constant.

As a result, the number of SAO employees per customer has decreased 60 percent since 1989.

The Company deferred $390,956 of Program start up costs and now seeks recovery over two

years at the rate of $195,478. According to RUCO, the Company has not been able to demonstrate a

meaningful correlation between incurrence of Program costs and achieved benefits. RUCO was critical

of the Company's claim to savings from the Program for time periods pre-dating the implementation of

the Program. In addition, RUCO recommended disallowance of these deferred costs since the

Commission has never authorized accounting deferral of these costs. For similar reasons, Staff ds
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recommended disallowance of the $195,478 amount.

The Company ds included costs expended during the TY of $170,126. Staff indicated Mat even

though the Company has not been able to demonstrate any cost savings, it is possible that the Program

could produce improvements in operations and customer service that might be beneficial to ratepayers.

As a result, consistent with Commission Decision No. 58665, dated June 16, 1994, Staff recommended

only 50 percent of the current period costs or $85,013 be disallowed.

Based on previous Commission decisions, we find that the Program may be able to produce

improvements in operations and customer service that benefits ratepayers. Accordingly, we will continue

to share these costs between shareholders and ratepayers. The net reduction to the Company's proposed

costs is $182,802.

8. Incentive Deferred Compensation Program

The Company included in its application a request for $147,646 of TY expense related to its

Incentive Deferred Compensation Program ("IDCP"). According to the Company the IDCP resulted in

improved customer service and employee satisfaction. In addition, the Company asserted that the IDCP

resulted in a lower overall compensation cost than would have been incurred with a traditional system

of cost of living and merit increases.

RUCO recommended the entire $147,646 amount be disallowed as the Company failed to show

that IDCP awards were based on or related to attainment of cost reductions or other specific goals. Based

on RUCO's review of the individual objective sheets, many of the goals were oriented toward financial

achievement rather than improved customer service and employee satisfaction. RUCO concluded that

the IDCP awardsappeared to be additive rather than a substitute for regular base pay. RUCO determined

in addition to the IDCP awards that the Company was granting annual percentage increases ranging

between three and five percent.

Staff reached the same conclusion as RUCO. Staff also recommended disallowance of the IDCP.

According to Staff, the same Company employees who receivedIDCP also received pay increases. Staff

indicated that even Dr. Tow described die IDCP as a bonus plan in the proxy statement to shareholders.

Further, Staff noted that the Commission had previously disallowed IDCP in Decision No. 58664.

According to the Company, RUCO and Staff were mis-characterizing the IDCP as a bonus. The
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Company asserted that the annual increases to base pay only covered inflation. IDCP replaces merit pay

as the employees must re-earn IDCP each year based on performances.

We concur with Staff and RUCO. Consistent with Decision No. 58664, we will deny the IDCP.

9. Injuries and Damages Insurance Expense

In its application, the Company included TY injuries and damages insurance expense based upon

nine months of actual 1994 costs and three months of budgeted 1995 costs. Subsequently, the Company

corrected a calculation error and substituted actual data for budgeted data used for the last three months

of the TY resulting in a reduction of $26,986 from the original proposal.

RUCO annualized the premiums at the end of the TY and recommended a $47,893 reduction Hom

the Company's application. Staff made asimilar adjustmentresulting in a reduction of $51,641 .

In response, the Company asserted that Staff and RUCO's adjustments violates the integrity of

the TY.

We concur with RUCO. We find that the use of the end of the TY amount is known and

measurable. Accordingly, we will reduce TY expenses by $47,893 .

10. Insurance Expense

In its application, the Company included TY insurance expenses based on estimated premium

factors allocated to AED using estimated 1995 levels. RUCO annualized the premiums in effect at the

end of the TY resulting in an $18,477 reduction. Staff made a post-TY adjustment for insurance expense.

In addition, Stalff excluded 50 percent of the resultant directors' and officers liability insurance expense .

According to Staff, the majority of potential lawsuits would be initiated by shareholders and as a result

Staff concluded shareholders should share cost responsibility.

Staff also concluded that the Company's insurance expense was based on 1995 budgeted amounts.

Staff utilized the premiums for the policy thatwent into effect on May 1, 1995 and recommended a

reduction in insurance expense. In addition, Staff recommended that the cost of D&O insurance expense

be shared equally between the Company's shareholders and ratepayers. According to Staff, the coverage

benefits shareholders just as much as it does ratepayers. The purpose of the D&O insurance is to protect

the Company's directors and officers in the event there are lawsuits. Staff opined that the majority of

these lawsuits would be initiated by shareholders and not the ratepayers. As a result, Staff concluded
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ratepayers should not be required to pay for the defense of such shareholder lawsuits. Lastly, Staff

indicated its recommendation was consistent with Decision No. 58664. Staff' s recommended reduction

to D&O expense totaled $21,748.

The Company acknowledged that the Commission had excluded 50 percent of directors' and

officers' liability insurance expense in the last rate order for Citizens's Arizona Gas Division, Decision

No. 58664. However, the Company requested the Commission reconsider that decision.

We concur with RUCO's$18,477 reduction. We reject Stair' s additional disallowance to exclude

50 percent of the director's and officer's liability insurance expense. There was no showing that the same

circumstances at the time of Decision No. 58664 were still in existence.

l l. CARES Program Costs

The Company included the amortization of previous CARES costs in its application. Since that

amortization expired as of August 1996, the Company agreed to remove those costs. The Company also

requested expenses to cover on-going CARES costs. The Company had made a proforma adjustment

to TY expenses to reflect the recent three-year average increase level of 38.84 percent.

RUCO proposed limiting the adjusted TY increase in CARES expense to a level one-half of the

increase seen from 1993 to 1994. Staff recommended die 1994 actual level be utilized. RUCO and Staff

proposed reductions of $58,228 and $82,588, respectively.

Subsequently, the Company proposed to limit is proforma adjustment to die 22.38 percentage

increase from 1993 to 1994. The Company asserted this was a fair resolution since the costs are rapidly

increasing. The Company also agreed with ACAA's proposed $8.00 flat discount for qualifying

customers exceeding the l000kwh monthly consumption limit.

We concur with RUCO and Staff that the trend of the increases for CARES is clearly moderating.

We find that with the Company's acceptance of the ACAA proposed $8.00 flat discount for qualifying

customers that the 22.38 percent adjustment is proper. This will result in a $33,868 reduction from the

Company's application.

12. Depreciation Expense

Consistent with its recommendation on removal of AR- 13 accruals from rate base, Staff proposed

depreciation expenses of $95,494 related to AR-13 be disallowed. RUCO recommended a similar

•
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adjustment resulting in a $90,607 reduction. Staff also recommended no depreciation expense be allowed

on the Company's revised non-CWIP plant of $2.3 million since any depreciation would not have been

booked until after the plant was reclassified. The Company requested depreciation expenses be increased

by $94,643 for die revised non-CWIP plant.

Consistent with our rate base discussion, we will disallow 50 percent of the depreciation expense

related to AR-13. Based on RUCO's recommendation, the proper reduction in rate base expense would

be $45,303. Although depreciation on the revised non-CWIP plant was not booked until after the plant

was reclassified, depreciation expense would need to be adjusted to match the approved rate base herein.

Accordingly, we will not adopt Staff' s recommendation on revised non-CWIP plant. As a result of these

two adjustments, we will increase depreciation expense by $49,340.

13. Income Tax Rate

The Company utilized the actual 35 percent income tax rate that its parent paid during the TY.

Both RUCO and Staff applied a 34 percent rate with the rationale that on a stand-alone basis, the

Company would have less than $10 million in income. RUCO and Staff proposed adjustments to the

Company's TY income taxes in the amounts of $71,038 and $71 ,l84, respectively.

On a stand-alone basis, the Company would fall into the 34 percent federal tax bracket and that

is therate recormnendedby Staff andRUCO. The Company proposed a 35 percenttax rate toreflect a

consolidated corporate basis tax rate.

Both RUCO and Staff provided testimony that the Company on a consolidated basis was paying

little or no income tax.

In response, the Company asserted that RUCO and Staff were utilizing a fictitious 34 percent

federal tax rate. According to the Company, this would guarantee an under-recovery of federal income

taxes on a proportionate consolidated basis.

The Company has failed to prove that Staff and RUCO's 34 percent rate would result in any

under-recovery of federal income taxes. We find Staff and RUCO's recommendations to utilize a 34

percent rate to be reasonable under the circtunstances. We adopt RUCO's proposed adjustment of

$71,083.
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14. Post Retirement Benefits other than Pensions

In its application, the Company requested expenses that reflected the cost of accrual based

accounting for post-retirement benefits other than pensions ("PBOPs"). Bo th  R U C O and  Sta f f

recommended the Company's request be denied and that PBOPs be based on a pay-as-you-go basis.

RUCO and Staff' s adjustment reduced the Company's TY operating expense by $82,523. RUCO and

Staff cited reasons set forth in Decision Nos. 58664 (Citizens Gas Case), 58497, dated January 13, 1994

(Tucson Electric Power Company's rate case), and 58377, dated August 12, 1993 (Southwest Gas

Company rate case) and urged the Commission to continue with its current policy.

In response, the Company agreed to Staff and RUCO's adjustment upon the condition that all

parties conform to prior Commission rulings.

Based on the above and consistent with prior Commission decisions, we hereby adopt Staff and

RUCO's recommendation.

15. Administrative Office Expense

RUCO recommended the Company's proposed TY operating expenses be reduced by $1 ,221 ,033

to reflect 1995 actual operating expenses allocated to the AED from the various administrative offices.

According to RUCO, the following six administrative cost centers charged time and expenses to the AED

during the TY:

1) SAO provided the AED with corporate and executive services,

2 ) The Electric Section located in Stamford charged expenses to the AED;

3) The Harvey Administrative Office ("HAO") provided miscellaneous services to AED,

4)

l

The.Phoenix Administrative Office ("PAO") provided AED wide legal and regulatory
service,

5)

6)

The Mohave Sector provided customer services to the AED, and

The Electric Sector located in Kinsman, Arizona charged expenses to the AED during the
TY.
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During 1994, Citizens consolidated the Electric Sectors located in Stamford and Kinsman to

Harvey, Louisiana. In addition, RUCO pointed out that Citizens acquired GTE and Alltel properties in

eight states resulting in significant expansion of its telephone properties during 1994 and 1995 with little

•
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additional incremental SAO costs. According to RUCO, this would result in relatively fixed SAO costs

being spread over a greater number of properties. As a result, RUCO utilized 1995 actual SAO, PAO,

Energy Sector, and Mohave Sector allocated expenses to reflect the impact of the reduced cost

responsibility. RUCO asserted that its use of 1995 actuals of $681,335 is clearly reasonable to reflect

on-going costs and is consistent with the Company's budgeted 1996 SAO costs of $725,182. These

amounts of approximately $700,000 are less than half of the TY actuals of $1,414,106.

SAO provides corporate and executive services to Citizens operations and subsidiaries in areas

such as accounting, auditing, communications, corporate planning, employee benefits management,

engineering, human resources, insurance, investment and payroll administration, legal, regulatory, and

tax. The common plant and expenses for the SAO offices are allocated to Citizens' various properties

using the four-factor formula. Pursuant to that formula, an allocable percentage for each property is

derived from the following four factors: (1) gross plant in service; (2) operations and maintenance

("O&M") expense, (3) the number of customers; and (4) payroll charged to O&M.

Staff proposedadjustments tothe SAO allocatorbased on 1994 data. The Company asserted that

Staff' s adjustment was improper as it utilized out-of-TY data in violation of the matching principle.

Staff did a comparison of TY SAO amounts with other recent periods. Those amounts by period

are as follows:

Period
TY
1993
1994
1995
1996 Budgeted

SAO Amount
$1,414,106

$824,321
$1 ,245,022

$681 ,425
$724,182
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Staff proposed a number of adjustments to SAO expense. First, Staff adjusted the Company's pro forma

expense amounts to correspond to actual 1994. Next, Staff adjusted the four-factor allocation based upon

1994 actualdata. Staff also adjusted the expenses for specific SAO expense disallowances. Lastly, Staff

made an adjustment for the SAO Electric Sector recruitment and relocation expense.

As a result of Staff' s update of the four-factor allocation, that allocation was reduced from 6.49

percent to 3.41 percent which resulted in a decrease in allocated expenses of $106,408. Staff

recommended the expenses for 1200 High Ridge Road ("1200 Building") be disallowed. According to
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Staff the 1200 Building has housed no employees since November 1993. Staff proposed a reduction of

$74,412 in expenses for the 1200 Buildlmg. StaEproposed a reduction of $211,226 for SAO temporary

services in order to allow a normalized amount. The Compa.ny's proposed TY amount was $322,872.

This compared with $140,993 for 1992 and $80,556 for 1993. Further, the Company's budgeted 1995

amount for temporary help was $9,000.

Similarly to the above, Staff compared the Company's proposed SAO outside consulting fees

in the TY of $316,829 with comparable periods. In 1992 and 1993, the amounts were $19,130, and

$9,278, respectively. Staff proposed a normalized amount of $14,204 for these expenses.

Staff also proposed a reduction of $20,007 in expenses for services by the Walker Interactive

Systems whose services were discontinued effective March 31, 1994. Staff recommended removal of

expenses totaling $6,757 for ldtchen supplies and the SAO Executive Chef.

A summary of other Staff recommended disallowances of SAO expenses are as follows: two

Cadillac DeVi11es, Dr. Tow's Expense Allowance and Personal Expenses, Dr. Tow's Salary over

$500,000, Director Fees - Dr. Tow and Mrs. Tow, Directors Travel, Directors Legal Expense, Videos,

Projects/Miscellaneous, Special Company Events; Wellness and Company Sports, Executive Physicals,

Miscellaneous Other; Depreciation Expense on SAO Plant Disallowance and Amortization of 3 HRP

Improvements, and Community Relations/Contributions.

A summary of Staffs allocated SAO adjustments are as follows:

Adjust AED's claim to Model for 1994 Actual
Adjust AED allocation for updated 4-factor
Adjust specific SAO Expenses
SAO Electric Sector recruitment/relocation

($339,413)
($106,408)
($74,487)

($109.707)
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Total adjustment for SAO expense _($630..015)

In response, the Company was critical of Staff and RUCO for utilizing out-of-TY data. Further,

the Company criticized many of the specific SAO disallowances. The Company acknowledged that the

1200 Building is no longer used to house employees. However, the Company asserted this building is

used for storage and for activities such as conferences, meetings and training sessions.

The Company was also critical of Staffs proposed reduction of 60 percent of the temporary

services expense and 80 percent of the consulting fees incurred at SAO during the TY. According to the

•
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Company, these are expenses which will fluctuate from year to year. A portion of these expenses were

related to the acquisition of telecommunications properties. The Company asserted that it is unfair for

Staff to recognize the cost reductions related to the acquisitions but not the expenses.

The Company indicated that Staff's proposal to limit rate recognition to the base salary of Dr.

Tow at $500,000 is arbitrary and unfair. Based on that amount, the allocation to AED in this proceeding

would be approximately $36,300. The Company had requested $40,878 of allocated expense. The

Company acknowledged that the Commission had approved only $500,000 in Decision No. 58360.

However, the Company pointed out that based on the same cost per customer, a comparable

compensation in this case would be $625,000 or an allocated expense of $49,282.

The Company opposed StarT's elimination of director's fees for Dr. Tow and travel and legal

expenses for other members of the Board of Directors. According to the Company, these are necessary

and reasonable expenses that should be allowed. The Company also opposed the exclusion of the

director fees for Mrs. Tow. The Company asserted that Mrs. ToW has the proper credentials and should

be compensated as any other director.

The Company indicated that Staffs elimination of videos, miscellaneous projects, and other

corporate expenses improperly excludes necessary and reasonable expenses. According to the Company,

the videos are used to communicate information to employees throughout the country on corporate,

policy, and operational matters. Lastly, the Company criticized Staff for amortizing the leasehold

improvements at Citizens 3 High Ridge Park headquarters over an extended period beyond the current

term.
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We generally concur with Staff and RUCO that the TY SAO costs are not normal expense levels.

We do find that RUCO's proposed disallowances are too extreme. As a result, we are going to adopt

Staff's proposed disallowances with the exception of specific disallowances. We concur with some of

the concerns expressed by the Company regarding an update of Dr. Tow's salary level, the use of the

1200 Building, the fluctuation of the temporary and consulting fees, the lease period for Citizens 3 High

Ridge Park headquarters, and some of the travel and legal expenses. As a result, we will reduce StaH' s

proposed disallowance for specific items by 50 percent or $37,244. Accordingly, we hereby approve a

total adjustment to SAO of $592,771 .

•

•
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The Company included $84,706 of expenses for the TY for PAO charges. According to Staff

the Company's TY expenses for PAO were based on 1994 actual and 1995 budgeted amounts. In

comparing 1995 budgeted expense with 1995 actual PAO expense, Staff determined the budgeted amount

exceeded the actual by 45.3 percent. Similarly, the actual 1995 exceeded actual 1994 by 31 .5 percent.

If the actual 1995 expenses were utilized, Stay determined expenses would be reduced by $40,300.

Instead, StafT utilized a more conservative approach and removed the cost of a vacant position and other

non-recurring expenses resulting in a reduction of $12,399.

We find Staffs adjustment to be reasonable. Accordingly, we will adopt StafFs reduction of

$12,399.

16. Rate Case Expense

The Company requested rate case expense for this proceeding in the amount of $222,453

amortized over three years at the annual rate of $74,151. Staff recommended the entire amount be

disallowed since Staff determined the Company was in need of no rate increase. Further, Staff was

critical of the Company's inaccurate application as well as the fact that the Company included many

items that the Commission had previously rejected.

While we share some of Staff' s concerns regarding the inaccuracy of the Company's application,

we find the Company has alreadybeen penalized by tolling of the time clock mies. Overall, we find the

Company's rate case expense to be reasonable.

17. DeMand Side Management Programs

a. Pre-1994 DSM/IRP Costs

The Company requested that of $424,967 of costs incurred before January 1, 1994 ("pre-1994")

for integrated resource planning ("IP") and activities be included in the defend account. According

to the Company, these costs were related to the development of its 1993 IP and for DSM programs

subsequently approved by the Commission.

Staff and RUCO recommended the pre-1994 costs be disallowed since they were not pre-

approvedby the Commission.

In response, the Company indicated the pre-1994 costs were legitimate and necessary costs for

establishing the DSM programs approved by the Commission. Further, Staffand RUCO were aware of

0
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these activities as they were broadly described in the Company's 1993 IP plan. We agree with Staff

and RUCO that these costs not be included in the deferral account.

b. Previouslv-Deferred Amounts

In its application, the Company proposed to recover $287,652 annually to amortize previously

approved and incurred DSM costs. Staff recommended an annual recovery of $200,000. According to

the Company, the amount proposed by Staff would not be sufficient to reduce the outstanding deferred

balance. We agree with Staff and will allow $200,000 annually to amortize the deferred amount.

Subsequently, Staff proposed to limit the interest on the deferred balance to simple interest. In response,

the Company indicated that compounding of interest is needed to compensate for the lost time value. We

agreewith the Company that compounding of interest is appropriate.

On~going DSM Funding

Citizens proposed a comprehensive DSM program be funded $800,000 annually. Staff

recommended on-going programs be funded annually somewhere between $100,000 and $250,000. If

the Commission reduced the funding to the level recommended by Staff, the Company opined the DSM

programs may as well be terminated. The Company proposed two alternative reduced-funding DSM

programs. We find that the on-going DSM programs should be funded at $175,000 annually.

d. On-going Renewables

The Company generally agreed Mth Staff's recommendation that the amount of funding spent

on renewable resources be reduced to the level of $50,000 to $200,000. The Company recommended

the level be set at the middle of the range or $125,000 per year. The Company recommended that Staff' s

proposal to limit the percentage of funding applied to equipment and projects be rejected. In addition,

the Company indicated it would subsequently seek pre-approval to invest in projects above this level as

it strives to meet the Commission goal of MW renewable capacity by year-end 2000. We agree with

the Company.
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Other Programs

The Company had included $11,244 for the Switch and Save and the Key accounts and financing

programs in its application. Subsequently, the Company agreed with the other parties that the switch and

save program should be terminated and the costs removed. Staff recommended the Key Accounts

e.
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Program costs be removed since Energy Service Companies ("ESC Os") are able to offer these programs

and because Citizens efforts todatehave not resulted in any kW savings. In response, the Company

indicated that if ESCO activities were adequate the Company would not be currently worldng with 17

large customers. According to the Company, it has completed two projects which resulted in 363kwof

savings. Staff recommended the financing program be discontinued because, it is not have its intended

effect ofattractingparticipants to other DSM programs. We agreewith Staff that these programs should

be discontinued.

f. Low Income Programs

The Company agreed with Staff' s proposal to fund the low income programs in the amount of

$50,000 per year. In addition, Citizens reached agreement with the ACAA on the details for these

programs. We concur.

g. Lost Net Revenue Recovery

Staifrecommended the Company's recovery of lost net revenues be eliminated since it had started

its DSM efforts without prior approval for lost net revenues. The Company believes that recovery is

appropriate because DSM is a regulatory mandate and has therefore typically been provided. We agree

with the Company and will allow recovery of the lost net revenues. Staff acknowledged that lost net

revenues have typically been given to utilities as an incentive, but believes that the Company did not need

an incentive. Accordingly, we will increase the annual DSM expense by $146,604.

h. Amortization of Previouslv Deferred DSM Costs

The Commission in Decision No. 58984, dated February 24, 1995, authorized the Company to

defer costs specifically incurred for pre-approved DSM programs. In particular, the Commission pre-

approved DSM programs costs consisting of $458,955 of start-up costs and $1,234,647 of

implementation costs. In its application, the Company requested it be allowed to recover the previously

authorized $458,955 of deferred DSM start-up costs plus costs for "foundational work" performed during

the period March 1992 through December 1993 for a total request of $862,955. According to RUCO,

there is no language in Decision No. 58984 that suggests the Company should be allowed to defer and

recover DSM costs incurred prior to August 1993. We concur with RUCO.

,

27 DECISION no.



DOCKET no. E-1032-95-433 ET AL

DSM Surcharge Mechanism

The Company proposed to implement a surcharge mechanism to recover its on-going DSM costs

as program savings are achieved. RUCO opposed such a mechanism. Instead, RUCO recommended that

the Commission authorize the Company to continue to defer DSM expenditures including AFUDC

accrual. If the Company has not returned for another rate case within three years, theDSM amortization

expense approved herein could continue to be recorded and used to offset the DSM deferred balances not

included in rate base. We concur with RUCO.

18. Interest Synchronization/Income Tax

Staff and RUCO each recommended an adjustment to income taxes and interest deductions based

on pro forma rate base and rate of return. We concur with the concept and will make the appropriate

adjustments based upon Commission approved rate base, cost of debt, and TY operating income level.

D. Statement of Net Operating Income

Based on the foregoing, the following statement details the adjusted test year net operating

income for ratemaldng purposes.

Operating Income Summarv.

$80,721,255
$72,776,626

($820,968)
$1,382,875
($208,402)
($144,152)
(377,605)

($l02,068)
($182,802)
($147,646)
($47,893)
($18,477)
($33,868)
$49,340

($71,083)
($82,523)

($605,170)
$146,604
($51,140)
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Operating Revenues
Operating Expenses (per Citizens)
Commission Approved Adjustments

Settled Issues
Purchased Power
Purchase Power Amortization
Property Tax
Employee Benefits
Uncollectibles
TARGET: Excellence
IDCP
Injuries and Damages
Insurance
CARES
Depreciation
Income Tax Rate
PBOPs
SAO/PAO
DSM
Interest Synchronization/Income Taxes
Income Tax per Revenue and

Disallowance Adjustments
Total Operating Expenses

Net Operating Income

$1.163.324
$72.924.972
$7,796,283
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VII. RATE OF RETURN

Witnesses from Staff RUCO, and Citizens presented cost of capital analyses to be considered as

evidence by the Commission in determining a fair value rate of return for purposes of these proceedings.

Applicant's witness Dr. Paul Spindt found the cost of capital to be 9.8 percent. Staff witness Ms. Jaress'

analysis concluded that 8.85 percent is a reasonable rate of return for Citizens' AED. RUCO witness Mr.

Hill presented testimony supporting 8.639 percent rate of return.
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Capital Structure

Citizens' actual, consolidated capital structure at March 31, 1995 and the configurations

recommended by the parties are as follows:

3/31/95

40.80%

0.00%

59.20%

Staff

Long-Term Debt 40.62%

Preferred Stock 5.99%

Common Equitv 53.39%

A11 parties agree that the actual consolidated capital structure should be used to determine the

appropriate rate of return. Accordingly, we will use the Company's June 30, 1996 capital structure as

it is the most current actual consolidated capital structure.

B.

RUCO(3-31-96) Citizens (6/30/96)

40.142% 43.0%

6.748% 6.0%

53.11% 51 .0%

Cost of Debt

The proposed embedded cost of long-term debt by Citizens, Staff and RUCO were 7.23 percent,

7.23 percent, and 7.25 percent, respectively. Staff and Citizens' cost rates are based upon the most recent

data, and therefore we will adopt their long-term debt rate of 7.23 percent.

C. Cost of Preferred Stock

In January 1996, the Company issued $201,250,000 in convertible subordinated

debentures/preferred stock. The proposed preferred stock cost by the Company, Star; and RUCO were

5.15 percent, 5.0 percent and 5.2 percent, respectively. Staff did not include issuance costs in the

calculation of the allowed return on preferred stock because Staff believes that preferred stock is more

like eqLu'ty than like debt in regard to its duration, and should be handled in the same manner as the issue

of flotation costs in the cost of equity determination. At hearing, RUCO's Maness was uncertain whether

to recommend it be treated as debt or equity, but because he was not yet convinced that it is a debt

r

o
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instrument with no tax consequences, he chose to stick with his recommendation that it be treated for cost

of capital calculations as preferred stock. We agree that the preferred stock/convertible debt appears to

be a hybrid, with some characteristics of debt, and some characteristics of equity. Accordingly, we will

allow one-half of the issuance costs to be included in determining the appropriate rate. Therefore, the

cost of preferred stock is 5.075 percent

D. Cost of Common Equity

The proposed equity cost rates by Citizens, Staff, and RUCO were 12.5 percent, 10.5 percent, and

10.125 percent, respectively.

Citizens' recommended cost of equity resulted from consideration of Discounted Cash Flow

("DCF") models and Capital Asset Pricing Models ("CAPM"). The Company's witness, Dr. Spinet,

performed three DCF analyses: a constant growth DCF, a two-stage growth, and a three-stage growth?

The results were 11.13 percent, 11.82 percent, and 12.13 percent, respectively. He rejected the constant-

growth DCF results because he considers the assumption of near-term growth continuing indefinitely to

be completely unrealistic. As his single-point estimate, he took the average of the two-stage and three-

stage DCF results, 11.98 percent, rounded to 12 percent. Dr. Spindt relied more heavily on his risk

premium methodology which resulted in three CAPM estimates: 13.35 percent for CAPM, 12.92 percent

for size adjustedCAPM including all sample firms, and 13.41 percent for size adjusted CAPM for the

sample firms closer to AED's book value.

Staff argued that Citizens' use of the "staged" DCF models employs assumptions that are designed

to bias the DCF results upwards, that the Company included a separate adjustment to its risk premium

analysis to reflect increased risk due to the small size of the AED, that the recommendation was primarily

based on the size adjusted CAPM when the Commission has repeatedly indicated its preference for the

DCF methodology, and that the Company improperly included flotation costs.

RUCO criticized the Company's heavy reliance on the CAPM as an equity cost estimation tool

and its improper adjustment to increase the cost of equity to account for the AED's small size compared

to the sample group. RUCO argued that the Company's DCF analysis was performed to result in an

s The "staged" models reject the assumption that growth is constant and use both current
and longer-term assumptions.

•
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upwardly biased rate by inflating the results to account for quarterly cornpotmding of dividends, allowing

investors to earn that return twice; by inflating the results to account for flotation costs, and by using a

long-term growth rate projection which substantially exceeded current projections available to investors.

Staffs witness, Linda Jaress, conducted a DCF analysis, CAPM analysis, and a comparable

earnings analysis. Ms. Jaress recommended cost of equity of 10.5 percent is based on the midpoint of

a range bounded by the results other dividend growth DCF model and her comparable earnings analysis.

The midpoint of that range was 10.7 percent, which she lowered to 10.5 percent to ref lect what she

termed the relatively low financial and business risk associated with the AED.

Citizens criticized Staff's DCF analysis, arguing that it relied upon historical growth rates rather

than analysts' growth-rate projections and that it used the "obsolete single-stage version of the DCF".

Further, the Company believes that Ms. Jaress basically ignored her DCF results because her model led

to nonsensical results. Citizens believes that Ms. Jaress' CAPM analysis used an incorrect holding period

to calculate the risk premium and should have included an adjustment for the AED's small size.

RUCO's Mtness, Mr. Hil l , performed a DCF model analysis using the market data from the

sample of electric utility companies selected by the Company and then used three corroborative cost of

equity estimation techniques: the Earnings-Price Ratio; Market-to-Book Ratio; and CAPM. His

analyses yielded a range of estimated equity costs from 10.0 percent to 10.50 percent. Mr.  Hi lTs

recommendation fal ls in the lower portion of  the range of  estimates because the Company is an

undiversified transmission utility and has no base-load generation or unregulated operations as do many

of the utilities in the sample group, and because an adjustment downward is necessary to correctly adjust

for the Company's more equity-rich capitalization.

Citizens criticized Mr. HilTs recommendation because his DCF model was a single-stage version,

it used historical data and an annual formula instead of quarterly compounding, and because it used what

the Company believes is inappropriately low growth rates. Citizens believes that Mr. Hill ignored the

"present risky uti l i ty env ironment perceived by uti l i ty investors" and that Mr. HilTs CAPM used an

inappropriate risk-free rate and miscalculated the required risk premium.

Alter considering all the record evidence, the Commission kinds that 11.5 percent is a reasonable

return on equity for Citizens. We Lind that this cost level best reflects the risk level of AED as a division
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of Citizens, the level of risk perceived by investors as the move is made toward increased competition

in the electric utility industry, and the significant use of IDRBs by Citizens' AED.

E. Cost of Capital Summary

Percentage

43.0%

6.0%

51 .0%

Long-term debt

Preferred stock

Common equity

Cost

7.23%

5.075%

11.5%

TQTAL

Weighted Cost

3 .11%

.31%

5.87%

9.29%

am. AUTHORIZED INCREASE
I

With the adjustments adopted herein, the adjusted TY operating income is $7,796,283. Further,

the 9.29 percent cost of capital translates into a 7.2 percent rate of return on FVRB as authorized

hereinabove. Multiplying the 7.2 percent rate of return by the FVRB produced required operating income

of $8,608,164. This is $811,881 more than the Company's TY adjusted operating income. Multiplying

the deficiency by the revenue conversion fact of 1.66 results in anincrease in revenues of $ l347.722or

a 1.7 percent net increase over TY adjusted revenues.

r

IX. RATE DESIGN
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Cost of Service

The Company performed a fully-allocated class cost of service study using its 1990-91 load

research from its last rate case. The Company proposed allocating demand-related costs pursuant to the

four coincident peak method (CP), which allocates all demand costs to the various customer classes

based on the respective class contribution to the four highest coincident peaks that occurred during the

TY.

r

Staff proposed to allocate demand-related costs, Valencia generation, and transmission costs

("demand-related costs") in accordance with the Peak and Average Demand method, which attempts to

account for the fact that energy loads determine a significant amount of demand-related costs. The Peak

and Average Demand method adds together each class's contribution to the system peak and that class's

average demand. The allocator isbased ontheaverageof the class coincident peak and classaverage

demand.

j

A.
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RUCO recommended that the Commission modify the Company's class cost of service study

because RUCO believes that in its present form, it is misrepresentative and incomplete. RUCO argues

that theCompany's analysis misrepresents the causation of purchase power expense,and fails to account

for the causation of most administrative and general expenses and overheads. RUCO recommended that

the Company's study be adjusted so that the allocation of purchased power capacity costs among rate

classes be based on both energy and demand rather than solely on the basis of estimated class

contribution to the four summer month peaks. RUCO also recommended that the allocation of most

overheadcosts be based on classresponsibility for the sum of production, transmission, distribution, and

customer ("PTDC") related revenue requirement, rather than PTDC payroll.

B. Tariffs

1. Company recommendations: The Company made the following rate design

recommendations and changes to its rules and regulations:

Residential: The Company proposed to equalize the residential tariffs for the Mohave and Santa Cruz

Electric Divisions.

Small General Service: The Company proposed changing the threshold between the Small General

Service ("SGS") and the Large General Service ("LGS") from 5 kW to 3,000 kph. This change is

designed to reduce the hardship on low load factor customers in the SGS class, and would allow a greater

number of smaller customers to be eligible for the SGS rate.

Commercial Time of Day: The Company proposed expanding the availability of time-of-day rates by

merging the experimental Small Commercial Time-Of-Day into the LGS rate, malting time-of-day rates

available to all customers in this class.

Large General Service: In addition to the change in threshold, the Company proposed an addition of an

intenuptible provision to this tariff and to the Large Power Service ("LPS") Tariff thereby eliminating

the Company's separate interruptible rate tariff For loads designated as intemxptible, customers would

receive a reduction in demand charges to reflect the avoided costs of additional purchased power.

Large Power Service: The Company proposed a number of changes to the LPS tariff, including:

Lower the demand requirement to 500 kw, with an overlap with LGS up to 1,000 kw,

giving its customers more options,
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Add a time-of-day provision,

Add an intenuptible provision, which is associated with the proposal to eliminate the

separate intenuptible tariff,

Change the ratchet from 23 months to 11 months, and allow the ratchet to be reset if

demand reductions due to DSM measure are verified,

Change the power factor adjustment from penalizing a customer for a low power factor

based on a ratcheted demand to actual metered demand, and

Add an option to allow customers to take service at transmission voltages with an

appropriate price reduction reflecting the transmission-only cost.

Promotional Large Power Service: The Company proposed to eliminate this tariff as there are no

customers on it and the modified LPS and LGS tariffs would meet the same customer needs.

Intemtptible Power Service: The Company proposed that this tari8 be eliminated.

Street lighting: The Company proposed no changes in this tariff other than the appropriate percentage

increase in rates.

Rates and Regulations: The Company proposed changes to its Rules and Regulations, which are included

in its Schedules.

2. Staff recommendations: Given Staff' s proposed decrease in revenues, its proposed rate

design includes a 0.6 percent revenue reduction for each customer class, with customer charges and

demand level charges remaining at their current levels, and the decrease to be reflected by lowering of

usage (kph) rates in each customer class. Staff recommended that in the event that the Commission

finds that a $1 million or more revenue increase is appropriate, the residential rate for the Santa Cruz

division should be consolidated with the Mohave division. Staff also made the following

recommendations:
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Interruptible Power: Staff recommended that the current Interruptible Power Service ("ITS") tariff be

retained, with a customer charge of $10.00, a demand charge of $2.50 per kw, and an energy charge of

$0.05362/kwh. Staff also recommended that the current provision should be retained which states that

if a customer fails to interrupt twice in a twelve month period, the customer must revert to the firm tariff

for twelve months. The maximum period of interruption should be set at eight hours per day, year round,

•
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instead of Citizens' recommendation of 12 hours per day, and there should be a penalty charge of

$10.00/kw to ITS customers who failed to interrupt.

Time-of-Use Rates: Staff agrees with Citizens' proposals to offer time-of-use ("TOU") service as an

option for its LGS customers and as a mandatory part of its LPS tariff Staff further recommended that

for the months of November through April, the on-peak hours for TOU rates should be from 7:00a.m.

to 7:00 p.m., Monday through Friday. Citizens should include tariff language that specifies the terms for

the TOU service under these rates and should notify all LGS customers of the availability of the TOU

options and all LPS customers of the TOU portion of the LPS tariff.

Threshold between SGS and LGS: Staff proposed that the threshold be established at 5,000kWh per

month, instead of the Company's proposed 3,000 kph level. Staff further recommended that the

Company be order to do a one-time recalculation of SGS and LGS customers who currently use between

3,000 and 5,000 kph bills, based on the most recent twelve month period, as if these customers were

taking service under both SGS and LGS.

Modifications to LPS Tariffs: Staff recommended approval of the Company's proposed new tariff for

LPS customers who take power at transmission levels (69 kV)or greater. Staff further recommended that

the Company be ordered to lower the LPS demand requirement to 500 kw, to allow a choice for LGS

customers who use greater than 500 kW and that the Company be ordered to do a one-time recalculation

for LGS customers using greater than 500 kw, in order to allow the customers to make an informed

choice between the two rate classes.

Flexible Pricing: Staff recommends that the Commission grant Citizens' request for flexible pricing

authority, but that the Company's shareholders should be responsible for any foregone revenue resulting

from the application of the tariff Staff further recommended that all customers should be subj et to the

PPFAC unless the Commission grants an exception on a case-by-case basis, with the customer

documenting a viable alternative. Service wider die proposed tariff must be provided under a written

contract and all contracts must be approved by die Commission.

The CARES Program: Staff recommended that the Company be required to filed a medical life support

tariff within six months of the decision in this rate case. Staff believes that a flat $8.00 discount should

be given to the CARES program participants who exceed the current 1,000 kph limit for receiving a

r

f
l
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RUCO recommendations: RUCO recommended that the Commission approve a reduction

in interruptible discounts as proposed by the Company, If the Commission approves a decrease, then

RUCO recommends no change in residential rates, and an equal percentage decrease in SGS and LPS

revenues. If the Cormnission decides that a larger movement towards cost based rates is appropriate, then

the decreases should be augmented by a small percentage increase in LGS and Street Lighting . If the

Commission authorizes a revenue increase, RUCO recommends that the change in residential rates equal

1.5 times the systemaverage. RUCO recommended that any change in residential class revenues should

be recovered through a uniform cent per kph change in rates for the Santa Cruz arid Mohave Divisions.

4. MCEDA recommendations: The MCEDA believes that the Company failed to provide

information which would show the impact of Citizens' demand charge recommendation on its customers.

The MCEDA supports Staffs recommendation on the threshold level between SGS and LGS because

it believes StarT's proposal is supported by the studies and analyses.

C. Resolution

The only disagreement between the Company and Staff was the Company's mediod of allocating

demand-related costs in its cost of service analysis. The Company believes dirt the CP method is

appropriate for the AED, and believes that other methods, such as the Peak and Average, penalize

efficient users of the electrical system. The Company's witness presented evidence that the transmission

facilities are sized, built, and have costs which are a function of the demand they are designed for, not

the energy that flows over the lines. The Commission accepted the CP method in the AED's last rate

discount..
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case.

Staff believes that its methodology is consistent with die cost of service methodologies which the

Commission requires of other electric utilities in Arizona and that the Peak and Average Demand method

accounts for cost on a fairer basis. Staff noted that anticipated load factor of new loads influences

whether a utility installs base load or peaking production facilities, and since these have different cost

characteristics, Me anticipated energy usagehas the potential to directly impact the expenditures, which

necessitates an energy weighted cost of service methodology.

Because the amount of the increase is relatively small, we will approve a 1.7 percent increase to
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each of the customer classes. We will ds approve the Company's request to equalize the residential

tariffs for the Mohave and Santa Cruz Divisions with the proviso that the increase to the residential

customers of the Mohave Division does not exceed four percent.

The Company disagreed with Staffs proposed threshold level of 5,000 kph. The Company

believes that its 3,000 level reflects a cost basis and comes about as a result of discussions with customer

representatives in Arizonawith experience dealing with small commercial customers. Staffbelievesthat

the Company has not presented cost analyses which would justify implementing the 3,000 kph

threshold, nor that Staff's proposal would jeopardize revenues. We find 4,000 kph is the appropriate

threshold level between the SGS and the LGS.

The Company disagreed with Staff' s proposed one-time recalculation for each SGS and LSG, and

for the LPS customers because of the burden on the Company, and the limited value of these estimates

to the customer. We concur with the Company

Staff's concerns about the Company's intenuptible tariff included a rate increase for current

intenuptible customers; the number of potential interruptions, and that die new rate would not pass along

the resulting savings. We find that the Company's proposed intemiptible tariff should be retained

consistent with Staff' s recommendations.

Staffs modifications to the Company's proposal to expand TOU rates included eliminating

Saturday as a peak day and shortening the on-peak period by one hour from May through October. The

Company responded by noting that there have been interruptions on a Saturday and that the extra hour

provides additional customer fie>dbility, with no increase in cost, and recognizes that the AED can pedc

in either the morning or the evening. We find that the Company's proposal to merge the Small

Commercial Time-of-Day into the LGS should be approved We agree with Staff's modification to

eliminate Saturday as a peak day.

We will adopt the Company's request for flexible pricing and with Staffs recommendations.

We agree with Staffs recommended CARES program.

We agree with the Company and Staff that the LPS tariff should be modified to lower the demand

requirement to 500 kph.

We find that the Company's requested changes to its Rules and Regulations should be approved.
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x . PURCHASED POWER AND FUEL ADJUSTMENT CLAUSE

In its application, the Company requested that its PPFAC be suspended. Citizens explained that

it preferred the clause be suspended, not eliminated, in order to preserve its ability to request

reinstatement should the AED's future power supply mix warrant an automatic adjustment mechanism.

In response to Staff and RUCO's objections, the Company modified its proposal to establish a power cost

in base rates based upon the average cost per megawatt-hour that Citizens has forecasted for 1997 and

1998. The Company identified the following reasons for its requested suspension: to increase its ability

to design competitive cost-based tariffs and power service contracts to attract and retain new load in

anticipation of increased competition; to defer the need for future rate case increases by eliminating the

inefficiencies, and disincentives to efficient operation inherent in the PPFAC, and to relieve the

administrative burden on the Company and on the Commission.

Staff and RUCO opposed suspension of the PPFAC. RUCO agrees that the rates Citizens will

pay for purchases from APS will remain stable over the next two years, but changes in the Company's

mix of base-load, intermediate, and pealing power purchases from APS will result in a decrease in the

Company's weighted average cost per kph. Based on RUCO's comparison of the Company's pro forma

test year purchase power expense and the Company's budget, it concludes that a suspension of the

PPFAC would result in an over-recovery of purchase power expenses by $1.7 to $1 .9 million per year.

Staff agreed with RUCO, and using the Company's projections for 1996 through 1998, estimated that

ratepayers would be deprived of approximately $2.9 million of projected power cost savings.

We agree with Staff and RUCO that the PPFAC should be retained. Citizens' power is primarily

purchased, and therefore, changes in the power purchases mix, as well as cost changes, could have a

significant impact. The purpose of the fuel adjustor is to respond to cost/price changes, decreases as well

as increases. To suspend the clause when costs are decreasing, and only allow it to remain in effect when

prices are increasing, would defeat the purpose of the clause, and would result in an over-recovery of

purchased power expense. We are approving the Company's request for pricing flexibility, and believe

that it can address its concerns about competition through use of that tariff We also agree with Staffs

recommendation that as of the effective date of this Decision, any PPFAC bank balance should be

refunded to customers (if over-collected) or added to customers bill as a surcharge (if under-collected) .

•

•
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* * * * * * * * * *

Having considered the entire record herein and being fully advised in the premises, the

Commission finds, concludes, and orders that:

FINDINGS OF FACT

Citizens is a Delaware corporation engaged in providing electric service to the public in

certain portions of Mohave and Santa Cruz counties, Arizona.

2. On September 13, 1995 and as amended on October l l, 1995, Citizens Bled an application

for approval of a general increase in rates and charges for electric service and for an extension of its

demand site management accounting order to include lost net revenues and for an incentive mechanism.

3. On October 13, 1995, Staff filed a notice that the rate application has met the sufficiency

requirements of A.A.C. R14-2-103 and that the Company has been classified as a Class A utility.

4. 101 , a Procedural Order was issued October 10, 1995In accordance with A.A.C. Rl4-3-

which set the matter for hearing on June 12, 1996.

In accordance with the Procedural Order, Citizens published notice of its application for

an increase in rates in newspapers of general circulation in its service areas and mailed, by means of a

bill insert, a copy of the notice to each of its customers.

6. There were numerous discovery disputes and oral arguments on the discovery disputes

occurred on March 15, March 29, April 15, and May 10, 1996.

7. On March 15, 1996, the time-clock mies were stayed pursuant to A.A.C. Rl4-2-
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103(B)(11X8)(ii).

8. By Procedural Order issued May 7, 1996, the hearing was rescheduled to commence on

August 13, 1996.

9. By Procedural Order issued April 6, 1996, Staff' s Motion to Consolidate Docket No. E-

1032-95-040 arid the rate case Docket No. E-1032-95-433 was granted.

10. Public hearings were held on the application in Nogales, Lake Havasu, and Kinsman,

Arizona and at the Commission's offices in Phoenix, Arizona, on the dates indicated hereinabove.

l l . A fair and reasonable rate of return on Citizens' FVRB is 7.2 percent

12. For ratemaddng purposes, Citizens' adjusted TY revenues were $80,721,255, its TY

1.

5.

39 DECISION no.



DOCKET no. E-1032-95-433 ET AL.

operating expenses are $72,924,972, and its existing rates provided TY net operating income of

$7,796,283.

13. For ratemaking purposes, Citizens' OCRB, RCNRB, andFVRB for the TY ended March

31, 1995 are determined to be $91,431,370, $147,684,328 and $119,557,849.

14. Operating income of $8,608,164 is necessary to yield a 7.2 percent rate of return on the

FVRB »

15. Citizens must increase operating revenues by $1,347,722 or 1.7 percent to produce

operating income of $8,608,164.

16. Citizens' proposed increase of $3,081,471 would produce an excessive return on its

FVRB I

17. Based on the cost of service studies, the move toward rate consolidation, and schedule

simplicity, the revenue distribution method described herein is appropriate in this case.

CONCLUSIONS OF LAW

Citizens is a public service corporation within the meaning of Article XV of the Arizona

Constitution and A.R.S. §§40-250 and 40-251.

2. The Commission has jurisdiction over Citizens and of the subj act matter of the

1.

applications.

3. Notice of Citizens' applications were given in accordance with the law.

4. The time-clock rules should be extended by 62 days as a result of extra ordina.ry events.

5. Pursuant to A.A.C. R14-3-109, the Commission takes judicial notice of HB2005.

6. The rates and charges for electric service proposed by Citizens are not just and reasonable.

7. The rates and charges established hereinafter are just and reasonable.

8. Citizens should be authorized to file revised tariffs for electric service consistent with the

above Findings of Fact and the Discussion herein under Authorized Increase and Rate Design.
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ORDER

IT IS THEREFORE ORDERED that Citizens Utilities Company (Arizona Electric Division) be,

and hereby is authorized and directed to tile, on or before December 31 , 1996, revised tariffs setting for

the rates and charges for the provision of electric service authorized herein and in accordance with the
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Discussion, Findings of Fact, and Conclusions of Law here.

IT IS FURTHER ORDERED that the rates and charges contained in said tariffs shall become

effective for service rendered on and after January 1, 1997.

IT IS FURTHER ORDERED that Citizens Utilities Company (Arizona Electric Division) shall

notify its customers of the rates and charges authorized herein and the effective date of same by means

of an insert in the next regularly scheduled monthly billing.

IT IS FURTHER ORDERED that Citizens Utilities Company (Arizona Electric Division) shall

comply with the reporting requirement as discussed herein.

IT IS FURTHER ORDERED that Citizens Utilities Company (Arizona Electric Division) shall

utilize an AFUDC rate which is die same as the rate that Citizens Utilities Company (Arizona Electric

Division) must pay on Industrial Development Revenue Bonds for specific construction projects.

IT IS FURTHER ORDERED that this Decision shall become effective immediately.

BY ORDER OF THE ARIZONA CORPORATION COMMISSION.

CHAIRMAN COMMISSIONER COMMISSIONER

IN WITNESS WHEREOF, I, JAMES MATTHEWS, Executive Secretary of the
Arizona Corporation Commission, have hereunto set my hand and caused the
official seal of the Commission to be affixed at the Capitol, in the City of
Phoenix, this day of , 1996.

JAMES MATTHEWS
EXECUTIVE SECRETARY
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SERVICE LIST FOR:

DOCKET NOS.:

CITIZENS UTILITIES COMPANY

E- 1032-95-433 and E- 1032-95-040

Kimberly Keener
CITIZENS UTILITIES COMPANY
1233 West Bank Expressway
Harvey, Louisiana 70058

Beth Ann Burns
CITIZENS UTILITIES COMPANY
2901 North Central Avenue, Suite 1660
Phoenix, Arizona 85012

Greg Patterson
Paul Michaud, Staff Attorney
RUCO
2828 N Central Ave, Suite 1200
Phoenix, Arizona 85004

Eric Blank, Director
LAW FUND ENERGY PROJECT
2260 Baseline Road, Suite 200
Boulder, Colorado 80302

Steven J. Duffy
RIDGE & ISAACSON, P.C.
3101 North Central Avenue, Suite 432
Phoenix, Arizona 85012
Attorneys for Santa Cruz Valley Citizens Council, Inc.

Betty K. Pruitt
ARIZONA COMMUNITY ACTION ASSOCIATION
67 East Weldon, Suite 310
Phoenix, Arizona 85012

Hugh A. Holus
HOLUB & O'HAIR
177 North Church, Suite 913
Tucson, Arizona 85701
Attorney for the City of Nogales
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Raymond S. Heyman
ROSHKA HEYMAN & DEWULF, PLC
Two Arizona Center
400 North 5th Street, Suite 1000
Phoenix, Arizona 85004
Attorney for Mohave County Economic

Development Authority, Inc.
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Paul A. Bullis, Chief Counsel
Christopher K. Kempley, Assistant Chief Counsel
Janice S. Alward, Staff Attorney
Legal Division
ARIZONA CORPORATION COMMISSION
1200 West Washington Street
Phoenix, Arizona 85007
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Gary Yaquinto, Director
Utilities Division
ARIZONA CORPORATION COMMISSION
1200 West Washington Street
Phoenix, Arizona 85007
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4-7-48
MARCIA WEEKS

CHAIRMAN

JAMES MATTHEWS
EXECUTIVE SECRETARY

D. JENNINGS
OMIIISSIONER

DALE H. MORGAN
couusslonsn ARIZONA CORPORATION COMMISSION

DATE :

DOCKET NO :

March 12, 1993

E-1009.-92-135
E-1009-92-252

TO ALL PARTIES :

Enclosed please find the recommendation of Hearing Officer
JERRY I Runnamcn . The recommendation has been
filed in the form of an Opinion and Order on:

consoLIng:m> W¥I'ER UTILITIES, LTD. I APACHE JUNCTION DIVISION

(Increase In Rates
and Surcharge )

Pursuant to A.A.C. R14-3-110(B) , you may file exceptions to
the recommendation of the Hearing Officer within ten (10) days of
the above date. Please file the original and ten copies of any
exceptions to me at the address listed below.

The enclosed is NOT an order of the Commission, but merely a
recommendation of the Hearing Officer to the Commissioners.

Ames Matthus
EXECUTIVE SECRETARY

JM:l11
Enc.
cc: ALL PARTIES

1209 WESY WASHNGTON, PHOENIX, ARIZONA 85607 I too WEST CONGRESS STREET, TUCSON, ARIZONA as1o1
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HARCIA WEEKS
CHAIRMAN

RENZ D. JENNINGS
COMMISSIONER

DALE H. HORGAN
COMMISSIONER

Docxnw NO. E-1009-92-135

DocxE'r no. E-1009-92-252

DECISION NO.

IN THE MATTER OF THE APPLICATION )
OF CONSOLIDATED WATER UTILITIES, )
LTD., APACHE JUNCTION DIVISION, )
FOR AN INCREASE IN ITS RATES AND )
CHARGES FOR WATER SERVICE IN ITS )
CERTIFICATED AREA IN PINAL COUNTY, )
ARIZONA. )

)
IN THE MATTER OF THE APPLICATION )
OF CONSOLIDATED WATER UTILITIES, )
LTD., APACHE JUNCTION DIVISION, )
FOR THE ESTABLISHMENT OF A DEBT )
SERVICE COVERAGE SURCHARGE FOR )
WATER CUSTOMERS IN ITS CERTIFICATED )
AREA IN PINAL COUNTY, ARIZONA. )

) OPINION AND onus;

December 10, 11, 14, 15, 16 and 21, 1992

Phoenix, Arizona

DATES OF HEARING :

PLACE OF HEARING:

PRESIDING QFFICER:

IN ATTENDANCE:

Jerry L. Rudibaugh

Rent D. Jennings, Chairman
Marcia Weeks, Commissioner
Dale H. Morgan, Commissioner

APPEARANCES : ELLIS, BAKER s PORTER, P.C. , by Hr. Richard
L. Sallquist on behalf of Consolidated Water
Utilities Ltd. :

He. Elaine Williams, Staff Counsel, on
behalf of the Residential Utility Consumer
Office; and

Hs. Janice w. Allard, Staff Attorney, Legal
Division, on behalf of the Arizona
Corporation Commission.
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BY 'in COMIIISBIOUS

On April 9, 1992, Consolidated water Utilities, Ltd. ("Applicant"

or "Company") filed with the Arizona Corporation Commission

("Commission") an application for a permanent increase in water rates
•
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in its Apache Junction Division and a request for an Order

establishing a procedural schedule for The initial

application was replaced by a revised filing on Hay 6, 1992.

On Hay 8, 1992, the Commission's Staff ("Staff') filed a notice

in this docket that the application has met the sufficiency

requirements of A.A.C. R14-2-103 and that the Company has been

classified as a Class A utility.

On Hay 18, 1992, the Residential Utility Consumer Office ("RUCO")

requested intervention which on June 24, 1992, was granted.

On September 3, 1992, the Company filed an application for the

establishment of a debt service coverage ("DSC') surcharge for rate

customers in its Apache Junction Division. On September 9, 1992,

Staff filed a Motion to Consolidate ("Hotion") the DSC application

with the rate case application. Staff's Motion was granted and the

two dockets were consolidated on October 1, 1992.

This matter came before a duly authorized Hearing Officer of the

Commission at the Commission's offices in Phoenix, Arizona, on

December 10, 1992. Applicant, RUCO and Staff appeared through

counsel. After five days of hearing, the matter was continued until

December 21, 1992, for closing arguments. Subsequent to the closing

arguments, the matter was adjourned pending submission of a

Recommended . Opinion and Order by the Presiding Officer to the

Commission.

s

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

27

28

INTRODUCTION

Applicant provides water service to an area in and around the

city of Apache Junction ("Apache Junction Division") and to an area

north of Parker, Arizona, along the Parker strip ("Colorado River

Division") . Consolidated Utilities Contracting, Inc. ("CUC*) is a
D
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utility management corporation wholly-owned by Applicant. CUC

provides administrative and field labor and other overhead services to

Applicant for a monthly charge based on the number at services. The

Apache Junction Division is located in the Phoenix Active Management

Area ("AHA') and had an average number of customers during the test

year ended on December 31, 1991 ("TY") of 1995. That represents a

2.7% increase over the number of customers in the previous rate case

for the Apache Junction Division which had a test year ended December

31, 1989. The Company has requested a revenue increase of $327,912 or

29.1% over its TY revenues. Staff and RUCO have recommended decreases

of $32,298 or 2.87% and $126,837 or 11.268, respectively.

RATE BASES

The Company proposed an original cost rate base ("OCRB") in this

proceeding for its Apache Junction Division of $2,084,231. Staff

recommended adjustments totaling $342,456, resulting in an OCRB of

$1,74l,775. RUCO recommended adjustments totaling $420,803, resulting

in an OCRB of $1,663,428.

In Decision No. 57666, dated December 19, 1991, the Commission

disallowed plant in the amount of $2,066,851.1 staff indicated it

removed the Commission's disallowance from the Company's proposed

amounts for each plant account in the prior rate case. Staff utilized

the adjusted accounts as a starting point for this case and then

updated for the subsequent plant additions and deletions. The Company

similar adjustments for the disallowed plant for each account.

Additionally, the Company made a $38,819 adjustment for items that

could not be identified. We find that Staff's methodology is correct

made
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1 The majority of the disallowance was

existence but, for anticipated Construction
("anticipated CWIP") .

not
Work
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plant in
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and that the Company has provided no justification for its

unidentified $38,819 adjustment.

The Company used the formula method to compute its cash working

capital in the amount of $88,130. RUCO also used the formula method

but determined the appropriate cash working capital amount is $71,469.

The difference directly relates to RUCO's recommended reduction in

operating expenses in the amount of $211,847. staff was of the

opinion that the formula method was inappropriate for a Class A water

company. According to Staff, the formula method is deficient for a

company of Applicant's size since it ignores cash flow from revenues.

Staff determined that the expense lag on property tax alone would

exceed any revenue lag by over $10,000,000. As a result, Staff

recommended no cash working capital be allowed. In response, the

Company indicated that Staff is proposing a balance sheet method of

computing working capital whereby a company with current liabilities

significantly higher than current assets will always lead to the

conclusion that no working capital is needed. Such a conclusion will

be reached even when a company is on the verge of bankruptcy. In

addition, the Company indicated it should have been provided advance

notice if the Commission intended to change the methodologies

regarding computation of working capital for the Company. Such notice

would have at least permitted the Company an opportunity to file a

lead/lag study and to also include the cost of such a study in its

proposed expenses. Staff indicated that it was not proposing a

balance sheet method, but was simply comparing the receipt and payment

of cash with the timing of services rendered and obligations incurred.

According to Staff, a complete lead/lag study is not necessary to

•
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demonstrate that a positive cash working capital requirement is not

necessary for this Company.

We concur with the Company that it would be unfair to change from

the formula method without prior notice. Hence, we will continue to

use the formula method in this case. At the same time, we share

Staff's concerns that a company of the size of Applicant should have

the burden of showing that it needs a positive cash working capital.

Hence, the Company is hereby put on notice that a zero cash working

capital will be utilized in its next rate case absent the Company

showing otherwise. Based on all of the above, we will utilize the

Company's proposed formula method as adjusted for the approved

operating expenses set forth herein.

The Company also included $81,535 of prepayments in its total

working capital. Both RICO and Staff recommended only $6,511 of

prepayments be allowed. RUCO and Staff recommended the following

prepayments be disallowed: the Apache Junction Division's portion

($21,369) of the fee paid to hold the Industrial Development Authority

Bonds ("IDA Bonds") since the ratepayer is currently receiving no

benefit; the amount of $32,229 paid to the Central Arizona Water

Conservation District ("CAWCD") because the Company is already

receiving interest on these funds: and $21,425 for funds garnished

from the Company's bank account as a result of activities undertaken

by the Company's former real estate investment division.

The Company argued that the fee for the IDA Bonds is a future

benefit for current customers. According to the Company, it will

benefit them and its customers by enabling the Company to obtain money

at an interest rate of 9%. As to the CAWCD payments, the Company

indicated that interest is being accrued but not paid to the Company.
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The interest is credited to an account that will be applied to future

operating expenses. The Company also relied on the fact that the

expense was allowed a s a prepayment i n Decision No. 57666. The

Company concurred that the funds garnished from its bank account were

awarded to a creditor for non-utility debt obligations. However, the

Company is continuing to contest the judgment and garnishment and

expects the funds to be returned to the utility. As a result, the

Company has treated the garnished funds as a receivable and requested

the $21,425 amount be included as part of its working capital.

We concur with Staff and RUCO's recommended disallowance of the

garnished funds. The judgment/garnishment was clearly not utility

related and consequently the risk should not be borne by ratepayers.

Consistent with Decision No. 57666, we will continue to allow the

Company to earn a current return on its CAWCD payments. We want to

make it clear that we will not permit the Company to include accrued

interest in future operating expenses. To do so would provide the

Company with a double recovery. We find the fee paid to hold the IDA

Bonds does provide a benefit to current ratepayers as it locks in

future financing at a reasonable rate. At the same time we recognize

that it also can be used to construct plant to serve future customers.

Hence, we find the most equitable solution is to allow the Company to

earn a return on 50% of the amount or $10,685.

The Company reduced OCRB by $76,594 for contributions in aid of

construction ("CIAC") . Both Staff and RUCO increased this amount by

approximately $18,000. According to Staff, it utilized the amount

determined by the Commission in the Company's last rate case as a

starting point and made subsequent adjustments for the current case

Staff inducted that the Company used the amounts on its books which
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were than the used the for

corresponding time period in the last rate case. We concur with Staff

last

case as the appropriate starting point. Accordingly, concur with

increase in Company's CIAC of and

corresponding decrease in OCRB.

accumulated depreciation. Both Staff and RUCO made upward adjustments

According to Staff

and RUCO, the Company utilized a depreciation rate of 2.84% for 1991

approved a 5% depreciation rate in Decision No. 55839, dated January

8, and reaffirmed it 57666.

cases, the Company had filed with the Commission a request pursuant to

A.A.C. R14-2-102 to reduce its depreciation rates.

Company, the Commission took no action on its request. As a result,
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di f fe rent amounts by Company the

and RUCO's methodology of ut i l i zing the resul ts the rate

an the proposed $17,343 the

The Company proposed $1,009,956 as the appropriate amount for

of approximately $130,000 to the Company's amount.

instead of the Commission approved amount of 5%. The Commission had

1988, in Decision No. In between those

According to the

the Company indicated the reduced rates became effective within 60

As we have stated in other cases (See

" . . . as  a  genera l  mat ter . . . a s imple f i l i n g  o f
depreciation rates pursuant to R14-2-102, without further
object ion from the Sta f f , does not and cannot imply
Commission approval of those depreciation rates for
ratemaking purposes. To hold otherwise would result in an
unlawful delegation of the Commission's const i tut i onal
ratemaking respons ib i l i ty and e f fec t i ve l y precludes
part i c i pa t i on  by  other  i n te res ted par t i es . The  Sta f f ' s
fa i l u re  to object  mere l y  permi ts  the  u t i l i t y  to  book  the
newly f i l ed deprec iat i on rates for account ing purposes -
nothing more and nothing less."

days of the date of its request pursuant to A.A.C. R14-2-102(B)(5).

We concur with RUCO and Staff.

Decision no. 56659, dated October 24, 1989, pages 33 and 34) ,

Accordingly, we find the correct amount for accumulated

depreciation to be Staff's recommended $1,131,195.
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RUCO recommended the Company's OCRB be reduced by the amount of

customer deposits in the amount of $140,632. RUCO indicated it

proposed the adjustment in order to be consistent with Decision No.

57666. In order to reimburse the Company for the interest costs for

customer deposits, RUCO proposed an adjustment for such costs to be

included in operating expenses. The Company concurred that the RUCO

adjustment was proper if the interest was included as part of

operating expenses. We find that RUCO has correctly followed Decision

No. 57666 and concur with its proposed adjustments to OCRB and

operating expenses.

Pursuant to authority granted in Decision No. 57666, the Company

accrued $32,475 in allowance for funds used during construction

("AFUDC') for 1990 and another $38,077 for 1991. Of those amounts,

$1,801 of plant has entered into service and was included the

Company's OCRB. RUCO was critical of the Company's AFUDC calculations

and recommended the amount to be included in OCRB be reduced by $56.

Although, the amount in this case is relatively minor, RUCO was

concerned of the precedent that would be set by approving the

Company's methodology in this case. RUCO recommended the Company

calculate its AFUDC accrual consistent with Order No. 561 of the

Federal Power Commission ("FPC') , predecessor of the Federal Energy

Regulatory Commission ('FERC") . Pursuant to the methodology set forth

in Order No. 561, RUCO recommended the following: monthly AFUDC rates

should b e calculated using the cost of equity authorized in the

Company's most recent rate case and the embedded book cost rate of

debt; the cost rates should be weighted using the balances of long-

term debt, preferred stock and common equity as of the end of the

in
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prior year, and AFUDC should be compounded no more frequently than

semi-annually.

In response, the Company indicated it utilized the methodology

approved by the Commission in Decision No. 57666. According to the

Company, an adjustment of only $56 does not merit a change in the

Company's methodology. RUCO agreed the effects of a change in AFUDC

are minimal in the current case. However, RUCO indicated the effect

in the future can be very large as the Company undertakes large

construction projects. We find RUCO's recommendation to be reasonable

in establishing a consistent methodology for handling AFUDC.

The Commission in Decision No. 57666 authorized the Company to

amortize $40,000 in rate case expenses for the Apache Junction

Division over two years. The Company has included the previously

authorized rate case expense of $40,000 in rate base. RUCO

recommended removal of this adjustment since the Commission never

authorized the Company to earn a return on rate case expense. We

concur with RUCO and accordingly reduce rate base by $40,000.

Applicant's Proposed
Adjusted Rate Base for
Apache Junction Division

Commission
Approved

Adjustments
Adj vestment

Amount

so, 084,231 s 38,819

$
$

140,632
17I342

$ 121,239

Company Unidentified
Plant Adjustment

Customer Deposits
Contributions-in-
Aid

Accumulated
Depreciation

Cash working Capital
Prepayments
AFUDC
Rate Case Expense
Commission Adjusted
Rate Base

s
$
$
s

13,954
32,110

56
40.000
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RECQNSTRUCTIQN CQST NEW RATE BASE

In Schedule B-1 of Applicant's Exhibit No. 1, Applicant presents

a jurisdictional reconstruction cost new rate base ("RCNRB') for its

Apache Junction Division of $2,468,988. Staff also calculated a RCNRB

and determined it to be $1,784,126. According to staff, had

utilized the RCN for the Company as of December 31, 1989 and trended

it to the end of the TY. However, it was determined at the hearing

that staff had inadvertently used the ac number of as December 31,

1989. Hence, Staff's RCNRB would have been understated. As a result,

we will utilize the Company's RCNRB of $2,468,988 as a starting point.

All of the adjustments reflected in our determination of the OCRB are

equally applicable to the RCNRB. No change in these adjustments are

necessary to restate them in terms of reconstruction cost new. Thus,

our RCNRB is $2,064,836.

FAIR VALUE RATE BASE

The Commission has traditionally determined the "fair value" rate

base ('FVRB") by taking the average of OCRB and RCNRB. No party has

suggested a different weighting be used in this proceeding.

Consequently, we find that the adjusted FVRB for the Apache Junction

Division is $1,a72,4s8.
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4'-*PERATING INCOME

operating Revenues

According to the Applicant, it had adjusted revenues during the

TY for its Apache Junction Division of $1,126,247. Included in the

Company's TY revenues was a $3,840 downward adjustment due to a

difference between TY monthly average and year end customer counts .

staff opposed the Company's annualization adjustment based on TY end

number of customers as not being a known and measurable change

•
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According to Staff, the TY revenues should be the normal and recurring

amount and not an amount based on annualizing a chosen month. The

Company indicated that a similar adjustment was made by Staff in the

Company's last rate case which resulted in an increase in revenues.

The majority of the Company's proposed decrease in revenues was due to

a decrease in the number of two-inch commercial customers from a high

of 39 in February 1991 to a low of 33 in December 1991. According to

the Company, the number continued at a lower level during 1992.

We concur with the Company. We find that the reduction in the

number of two-inch commercial customers has continued subsequent to

the TY and is a known and measurable change. Accordingly, we find the

adjusted TY revenues to be $1,126,247.

Ooeratina Expenses

Applicant had actual operating expenses for the TY at $1,093,174.

Applicant made numerous adjustments resulting in adjusted TY expenses

of $1,055,526. The largest adjustment was a $96,672 downward

adjustment to remove sales taxes from expenses. The Company had made

the identical adjustment to its revenues. Staff and RUCO recommended

various adjustments to the Company's proposed expense level. For the

reasons set forth hereinafter, we find that for ratemaking purposes,

the TY operating expenses were $949,547.

The Company is organized as a partnership and as such does not

pay income tax. The Company made a $34,676 proforma adjustment to

income taxes as if it were organized as a corporation and required to

pay taxes. According to the Company, it is only fair to allow income

taxes since the partners are liable for taxes. Both RUCO and Staff

disallowed the proforma adjustment strictly because the Company is

organized as a partnership. Furthermore, RUCO and Staff followed the
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two previous Commission rate orders for this Company which did not

allow proforma income tax expense. We concur with RUCO and staff.

we discussed in the two previous rate cases, Applicant will pay no

taxes on the income which it generates from the rates authorized

hereinafter. Accordingly, we shall not allow any income tax expense

to be charged to its ratepayers.

In Applicant's 1985 rate case (See Decision No. 55839) , its

depreciation rate was set at 5%. Although the Company proposed a

lower rate of 2.88% in its 1989 rate case, the Commission approved the

continuance of the 5% rate. As noted by the Commission in Decision

No. 57666, the Company had requested an extraordinary high rate of

return in order to have sufficient cash flow to make anticipated debt

payments. As a result, the Commission found the following: "[W]e

believe it is more equitable at this time to ratepayers to provide

more cash flow through depreciation than through extraordinary high

rates of return. Hence, we will approve the continuance of the

current 5% rate."

In this case, the Company has proposed individual depreciation

rates by account with an effective depreciation rate of 2.91%. RUCO

was in agreement with the Company's requested depreciation rate.

staff concurred with the Company that individual rates by account

would better correlate to the actual useful life of individual account

assets than the use of a composite rate. Based on the Commission's

previous rate case decision for the Company and the fact that the

Company still has a high level of debt, Staff recommended the

Company's individual account rates be increased by a factor of 1.6 for

an effective depreciation rate of 4.65%. Alternatively, Staff

recommended the rates stay at 5%.

•

12 DECISION NO.



1

2

3

4

5

6

7

8

9

10

11

12

13

. 1 4

15

16

17

18

19

20

21

22

23

24

25

26

27

28

DOCKET NO. E-1009-92-135 & E-1009-92-252

once again we are faced with the same dilemma as in the past

whereby the Company through its two applications is requesting an

extraordinary high rate of return in order to have sufficient cash

flow to make anticipated debt payments. The Company has made it clear

that it either can not or will not invest its own monies in its

proposed CAP facilities. Even though arguably ratepayers are going to

be paying for plant at a rate more rapidly than it is being used, we

find that more equitable than simply having ratepayers contribute to

the Company via an extraordinary rate of return. Based on all the

above, we will approve Staff's proposed effective depreciation rate of

4.65% for this Company. Once the proposed CAP facilities are

completed and the prudent amounts are allowed in rate base, a high

depreciation rate would no longer be necessary.

In Decision No. 57666, the Commission approved use of the half-

year convention for depreciation on new plant placed into service.

This method simply assumes that all plant goes into service on July 1

of the first year of service. Staff had recommended what is known as

the full-year convention in computing depreciation. This method

assumes that all plant goes into service on January 1 of the first

year in service. In this case, the Company has continued to use the

approved half-year convention. Despite Decision No. 57666, Staff

continues to recommend. the full-year' convention and, as a result

adjusted the Company's depreciation expense upward by $612.

We find the Company has properly followed Decision No. 57666 in

utilizing the half-year convention. Accordingly, we will reject

Staff's $612 adjustment.

The Company requested property tax expense in the amount of

$167,375 be included in the expense category "taxes" other than

0

•
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"income", Staff removed $35,086 to reflect the Company's most recent

property tax bi l l . Staff also increased expenses by $1,876 to reflect

the Company's most recent groundwater withdrawal f ee  pa i d  to  the

Arizona Department of Water Resources. RUCO made a similar adjustment

and recommended use of the Company's actual 1992 property tax of

$129,143.08 for "used and useful" plant. Staff also recommended that

the Company's revenues associated with property taxes be made interim,

subject to Company's payment of such taxes. Staff made the interim

revenue recommendation because the Company has not been timely paying

i ts  property taxes. At the t ime of  the hear ing, the Company owed

property taxes of approximately shoo,ooo. According to the Company,

it has been deferring property tax payments and uti l izing the monies

as a loan for other expenditures such as capital improvements. The

Company indicated that Staff's interim recommendation was not prudent

since i t would l im i t management's cash management alternatives .

However, the Company did indicate i t  wou l d  s t i pu l a te to Sta f f ' s

condi t ion i f  We Commiss ion granted the Company's enti re revenue

request •

F i r s t , we find that the appropriate amount of property tax is the

actual 1992 property tax associated with 'used and useful  plant' or

$129,743.08. We share Staff's concerns regarding the timely payment

of property taxes. At the same time we recognize that making portions

of the Company's revenues interim can effect the Company's ability to

obtain loans. As a result, we wil l not make the revenues associated

with property tax interim at th i s t ime. However, wi l l  order the

Company to f i l e  w i t h  t h e Commission, p roo f  o f payment of future

property tax bi l ls within 90 days of the due date of each bi l l  .

we
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The Company made proforma adjustments totaling $2,473 to

annualize operating expenses to the customer count at the end of the

TY. Staff removed these adjustments as being not known and

measurable. Even if the adjustments were allowed, Staff indicated

that the fixed portion of the expenses should not have been adjusted.

RUCO generally agreed with the Company's adjustment to correspond with

Ty-end customer levels, however, RUCO indicated that only variable

expenses should have been included. a result, RUCO recommended the

Company's adjustment be reduced by $192 for its erroneous

annualization of fixed expenses.

Consistent with our adjustment to revenues, we will approve the

Company's annualization of variable operating expenses. Based on

RUCO's recommendation, we find the appropriate Company adjustment

should have been $2,281 and not $2,473.

As previously discussed, RUCO recommended customer deposits be

deducted from rate base. Consistent with that recommendation, RUCO

recommends the Company be reimbursed for the interest costs of

customer deposits and accordingly recommended an increase in operating

expenses in the amount of $7,105. Consistent with our deduction of

customer deposits from rate base, we will approve RUCO's increase in

operating expenses in the amount of $7,105.

Staff recommended expenses totaling $7,160 ($4,746 of water

treatment expense) associated with the NAND filtration plant be dis-

allowed. According' to Staff, the Commission had previously disallowed

inclusion of the NANO filtration plant in rate base in Decision No.

57666. The Company subsequently concurred with Staff. Based on the

above, the Company's operating expenses should be reduced by $7,160.

A s

41
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staff recommended the Company's proposed transmission and

distribution expenses be reduced by $71 due to a discrepancy in the

Company's books and records. The Company did not rebut this

recommendation and accordingly, operating expenses will be reduced by

the $71 amount.

The Company included $86,216 in its miscellaneous expense

category for expenses associated with its 1985 and 1989 rate hearings.

RUCO recommended the entire $86,216 amount be disallowed. According

to RUCO, the Company is requesting rate case expense that was

previously disallowed in past rate cases. RUCO was also critical of

the Company for what RUCO believes was an attempt to hide these

expenses in the miscellaneous category. Staff made a similar

adjustment indicating that the Company is already collecting the

approved 1985 and 1989 rate case expenses in its current rates.

We concur with RUCO and Staff. These expenses were not allowed

in previous cases and should not be allowed as part of this rate case.

The Commission in Decision No. 57666 authorized the Company to

amortize $40,000 in rate case expenses for the Apache Junction

Division over two years. The Company has included the previously

authorized rate case expense of $40,000 in rate base. RUCO

recommended removal of this adjustment since the Commission never

authorized the Company earn a return on rate case expense. staff

recommended the unamortized portion of the rate case expense should be

included in current expenses and amortized over two years. we concur

that the remaining unamortized portion of the approved 1989 rate case

expense should be added .to the approved rate case expense for this

case and amortized over two years. Based on the effective date of
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this Decision, we find the amount of unamortized expenses to be

$15,000 or $1,500 per year.

staff recommended disallowance of accounting totaling

$8,598. of that amount, $311 was for payments to accountants for tax

research on behalf of the partners and the remaining $8,287 were

accounting fees for review of the 1989 financial statements. In

response, the Company indicated. that the circumstance of' having

accountants performing work on financial statements for the previous

two years is normal. According to the Company, there were expenses in

1992 that were related to 1991 financial statements which based on

Staff's recommendation should be included in TY expenses and were not.

We concur with the Company. The fees related to the 1989

financial statements were normal expenses for the TY. However, the

$311 for tax research on behalf of the partners was not utility

related and will be disallowed.

The Company TY expenses included $1,927 for membership dues to

the Water Utilities Association of Arizona ("WUAA") . Staff indicated

the entire $1,927 amount was for advertising and lobbying costs and as

a result should be disallowed. The Company estimated that the WUAA

activities were 60% education/informational in nature and the

remaining 40% were for legislative/regulatory purposes. Further the

Company estimated that one-half of the legislative/regulatory

activities were directly beneficial to the ratepayers. As a result,

the Company indicated only 20% of the dues should be disallowed as

advertising and lobbying costs.

We find that the educational/informational activities are

beneficial to ratepayers but we are not convinced the legislative/

s
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regulatory activities have any benefit other than to the owners of the

Company. Accordingly, we will disallow $771 of the WUAA dues.

During the TY, the Company paid a general manager of operations

approximately s50,000, and paid a salary of $100,000 to one general

partner and another $24,000 paid to another general partner.

Staff determined that the primary duties of the general partners were

for strategic, long-term planning and financial activities. Based on

the $50,000 salary for the Company's general manager as well as

salaries allowed for other top water utilities in the state, Staff

determined a reasonable salary for the top general partner would be

$75,000 or $25,008 less than proposed by the Company. of the $25,008

amount recommended for disallowance, Staff determined that $13,648

represented the share for the Apache Junction Division. In response

to Staff's recommendation, the Company did a comparative cost analysis

of the salary of the CEO's of Queen Creek Water Company ("Queen

Creek') and Big Park Water Company ("Big Park") whose salaries the

Commission found to be prudent. The results of the comparative

analysis based on costs per customer were favorable to Applicant.

Staff indicated it was not surprised at the results since Applicant is

much larger than Queen Creek and Big Park, the economics of scale

would clearly favor Applicant.

We do not find the top general partner's salary to be

unreasonable at this time. Our reasonable determination is based on

the current needs of the Company in the areas of strategic, long-term

planning and financial activities. with that said, will still

require the Company to provide clear justification as to the

reasonableness of any partner salaries in future rate cases. As

previously stated in Decision no. 57666, the Company is already paying

we
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its own subsidiary $14.30 per customer per month to perform

contracting and management functions for the water operations. Hence,

salaries to partners for additional management functions need to be

fully justified.

Based on Staff's analysis, the "management company' organization

structure has no functional benefit to ratepayers. As a result, Staff

recommended the services provided to the Company be charged at cost.

Staff's recommendation is consistent with the following excerpt taken

from Decision No. 57666: 'we agree with Staff that all of the profit

margin of CUC should be disallowed." Although Staff determined in

this case that there was a profit earned by CUC, Staff accepted the

Company's proposed management fee. The Company utilizes the same

management company to serve all its divisions (Apache Junction,

Colorado River and Circle city) and charged the same fee even though

the cost of service may vary. Staff concluded that the actual cost of

serving the Apache Junction Division was higher than the management

fee. Since the Company proposed no proforma adjustment, staff

concluded that the Company concurred the management fee was a

reasonable approximation to the cost in this case. As an alternative,

Staff recommended the CUC profit be allocated equally to the divisions

resulting in $32,144 of profits being allocated to the Apache Junction

Division.

RUCO reduced the Company's general and administrative expenses by

$34,433 by adjusting the amount to be paid to its management company

According to RUCC, the Company has always paid its management company

a fee based on the number of customers The Company amended the

contract with its subsidiary in 1990 to increase the monthly charge by

30% and to make the fee based on the number of services instead of the

27

28
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number of customers. RUCO indicated that Decision No. 57666 clearly

approved a $14.30 monthly charge per customer, and not on the number

of services.

We concur with Staff's recommendation to remove all the profits

of CUC. Based on Staff's analyst , those profits are being passed on

to the other divisions and not to the Apache Junction Division. As to

RUCO's recommendation, we simply note that the Company's revised

contract with CUC is based on the number of services and not the

number of customers. RUCO has not provided any evidence to demonstrate

that a contract based on the number of services is imprudent.

Accordingly, we find the management company's fee to be appropriate in

this case.

The Company requested current rate case expenses of $21,000 to be

amortized over a one year period. RUCO recommended that the Company's

entire rate case expense request be disallowed as being imprudent.

According to RUCO, the Company filed its current case less than four

months after Decision No. 57666 was issued and is simply re-litigating

many of the issues in

Company be allowed its current rate case expense of $21,000 and the

remaining unamortized 1989 rate case expense which Staff estimated to

be $20,000. Staff also indicated that the Company should have known

its current request for an increase in rates was grossly overstated.

Staff recommended that in the future the Company examine its financial

information more closely before incurring rate case expense. In

response, the Company indicated its proposed rate case expense of

$21,000 was only an "estimated amount of rate case expense in the

application." The actual expenses are closer to $63,509 because of

"increased amount of work required to respond to staff and RUCO data

decided that case. staff recommended the

9
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requests and to rework the application to include suggestions made by

Staff during the course of their sufficiency audit. Further, the

consolidation of the surcharge application into the rate case has

increased costs substantially." Staff disagreed with the Company's

proposal t o increase rate case expenses by over three times the

original estimation. According to Staff, the Company's entire

application was largely frivolous and as a result it would be an

injustice to ratepayers to allow any additional rate case expenses

over the original estimation.

We find that an applicant is entitled to reasonable rate case

expenses, but not exorbitant rate case expenses that become the sole

reason a rate increase is necessary. Company was cautioned in

Decision No. 57666 that its then rate case expense of $40,000 per

division was at the "very high end of reasonableness." The Company

simply disregarded the Commission's previous caution and has requested

50% more for rate case expense in this case to do as RUCO indicates

'simply re-litigate many of the issues decided in Decision No. 57666."

While we agree with RUCO's statement, we acknowledge there are some

legitimate issues brought forth by the Company for which rate case

expenses should be granted. The difficulty is to determine how much

rate case expense should be . allotted to each issue. To further

complicate the question on the reasonable amount of rate case expenses

is the fact that the non-recurring surcharge application was

consolidated with the rate case. In fact, the Company has indicated

that the "consolidation of the surcharge application into the rate

case has increased costs substantially We must assume that the

Company's original estimation of $21,000 was reasonable and included

costs for answering data requests. Hence we must conclude that most
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if not all of the Company's substantial increase in rate case expense

of $42,509 was due to the non-recurring surcharge application. As a

result, we will disallow the $42,509 as a non-recurring cost. As to

the remaining $21,000 of rate case expense, its difficult to ascertain

how much of these expenses were directly related to issues previously

litigated. Absent such a breakout of expenses, we will give the

Company the benefit of the doubt and approve the entire $21,000 to be

amortized over a two-year period or $10,500 per year.

The Company included $2,373 as the amortization of the remaining

1985 rate case expense. Staff recommended the expense be disallowed

as a non-recurring item. These expenses were previously approved by

the Commission and as a result the Company should be permitted to

collect the entire amount. Normally we would re-amortize the

remaining 1985 expense over a two-year period, however, because of the

length of time since that case we are going to allow the remaining

$2,373 to be included in the expenses.

Staff removed $216 of Commission and RUCO assessment fees which

were included in Company expenses. Staff indicated the assessment

fees should be treated as pass-through items. We concur with Staff

and accordingly, the $216 amount should be removed from TY expenses.
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STATEMENT QF NET QPERATING EXPENSES

Based on the foregoing, the fo l lowing statement d e t a i l s the

adjusted test  year  net  operat ing income for  rate lak ing purposes .

Operating Income Summarv4

$1,126,247
$1,055,526

($
$
(S
(s
$
(S
($

34,676)
55,285
35,756)

192)
7,105
7,160)

71)

(s 86,216)

Operating Revenues
Ooeratinq Expenses (Per company)
commission Anoroved Adjustments

Income Tax
Depreciation
Property Taxes
Annualization Adjustment
Interest on Customer Deposits
NANO Filtration Plant
Transmission and Distribution
Unauthorized 1985 and 1989 Rate case

Expense
Unamortized Authorized 1989 Rate

Case Expense
Accounting Fees
WUAA Dues
Amortization of TY Rate Case Expense
Assessment Fees
Total Operating Expenses
Net operating Income

s
($
($
(S
(S
$
s

7,5oo
311)
771)

10,500)
2161

949,547
176,700

CQST UF QAPITAL

The Company presented testimony in support of a cost of capital

of 13.95%. Staff performed an analysis of the Company and concluded

that 9.96% is a reasonable rate of return. RUCO presented testimony

supporting an overall cost of capital of 9.39%.

Capital Structure

The Company proposed the following capital structure:

Dollars percent of Total
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Long-Term Debt
Partnership Equity

$1,340,116
$ 806,295

62.44%
37.56%

Both RUCO and staff accepted the Company's proposed capital structure

wi th no changes. Schedule D-2 o f Company's Ex h i b i t No. 1 ,

d e mo n s t r a t e s  t h a t  t h e  Co mp a n y  h a s  u p d a t e d  i t s  d e b t  b a se d  o n  i n t e r e s t

•
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rates proposed by the Company. discussed below, we do not agree

with the Company's proposed interest rates. Accordingly, the amount

of long-term debt must also be corrected to reflect the approved

interest rates. This in turn would result in an off-setting change to

partnership equity. During cross-examination of a staff witness, the

Company indicated there should be a correction of approximately

$80,000. We could not verify the Company's approximation, however,

utilizing Applicant's Exhibit No. 1, we have estimated the correction

should be $61,342. Based on such a correction, find the Company's

capital structure to be as follows:

Dollars Percent of Total
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Long-Term Debt
Partnership Equity

$1,278,774
$ 867,637

59.58%
40.42%

Cost of Debt

The Company determined it had a cost of debt of 12.72%. Both

RUCO and staff determined the cost to be 8.73%. The largest

difference had to do with the interest rate on what was referred to as

the S.D. Stewart Note ("Note') . Hr. Stewart is the lender in the Note

as well as a partner in the Company. The Note requires interest to

Hr. Stewart at 9% per year. The Note also provides a provision that

if interest or principal payments are missed, then a 14% interest rate

is to become applicable. That was the rate the Company utilized in

determining its cost of debt. Both RUCC and Staff followed the

Commission's Decision No. 57666 in which it was determined the

appropriate rate on the Note was 9%. As was discussed in Decision No.

57666, Hr. Stewart agreed to the suspension of payments and, as a

result, it was not a default. In addition to the interest on the

Note, Staff and RUCO differed with the Company on the interest rate on

o
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the Western Savings loan. The rate on the Western Savings loan is

tied to the prime rate for which the Company used a prime rate of

6.58. RUCO and staff simply updated the Company's proposed rate to

reflect a more recent prime rate of 6.08. We concur with Staff and

RUCO'S update.

Based on the following, we find the cost of debt is:

Lean Amount Percent cost
Weighted
Cost

s . D. Stewart
GMAC
Western Savings
TOTAL

s 874,390
s 9,384'
$ 2954000
$1|278I774

68.30%
0.73%

30.89%

9.oo%
11.90%
8.00%

6.15%
0.09%
443
.7

5

6

7

8

g

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

27

28

Cost of Common Eauitv

The Commission determined in Decision No. 57666, dated November

19, 1991, that the cost of equity for the Company at that time was

12.03%. At the same time, the Commission acknowledged that the 12.03%

rate *may be on the high end of a reasonable range because interest

rates have fallen since the hearing on this matter and are now at

their lowest level in years."

In this case, the Company requested a 16% return on equity. The

Company estimated it would cost 15% to borrow monies to finance CAP

facilities. The Company then added on a 1% premium to arrive at its

requested 16%. RUCO did an analysis of the cost of equity of all of

the water companies listed in the 1991 water Utility Industry Review

and determined the average cost over the period 1989 through 1991 was

10.34%. RUCO also analyzed the trend on money costs and returns on

stocks and bonds for the period from January 1989 to mid-1992, and

concluded the trends were all clearly downward. RUCO indicated its

money trend anal is simply confirms what the Commission stated in
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Decision no. 57666. RUCQ concluded that a return on equity in the

range of 10.25% to 10.75% was appropriate for this Company.

Staff used the Discounted Cash Flow ('DCF') method to determine

the cost of equity for this Company. staff utilized a sample of 16

publicly-traded water companies from Edward D. Jones Water Utility

Industry Review for its DCF calculations. For the 16 publicly-traded

companies, staff determined a reasonable cost of equity was 9.18.

Staff also utilized a sample of 23 Arizona water utilities as a

financial comparison. For the 1991 calendar year, Staff calculated a

return on common equity of 10.4% for the Arizona utilities. staff

concluded that the Company's cost of equity should be based on the DCF

calculation for the 16 publicly-traded companies. staff also

concluded that the Company had a higher risk than the publicly traded

companies for the following reasons:

1. smaller than the 16The Company is considerably
publicly traded companies:

2.

3.

The Apache Junction service territory is in an AHA: and
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The Company's growth has diminished in the last three
years •

As a result of such additional risk, Staff recommended a cost of

equity for the company of 12% which is approximately 3% higher than

the publicly-traded companies.

The Company was critical of both of Staff's sample groups. The

company indicated that the publicly-traded companies were simply too

large/different to be compared to the Company. Further, the Company

recommended that Staff's Arizona sample be reduced to a group of five

companies which the Company believes are comparable to it. The five

Arizona companies selected by the Company had an average return on

com~ on equity of 16.5% for the years 1990-1991. According to the

•

•
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Company, a comparison to the five Arizona companies supports its

recommendation of a 16% cost of equity.

In determining the appropriate cost to be assigned to the equity

component of the capital structure, the Commission on numerous

occasions has expressed a preference for the market-based measures

provided by the DCF method. Although all of the financial models

involve subjectivity in their terms and application, the DCF formula

entails fewer unproven assumptions. While we concur with RUCG that

money costs have gone downward since Decision No. 57666, this Company

is still facing the same risks it had at the time of Decision No.

57666. As a result, we find Staff's recommended rate of 12% to be the

most reasonable return on equity offered in this case.

Cost of Capital Summarv

Dollars Pe;'cent Cost
weighted

Cost

Long-Term Debt
Partnership Equity
TOTAL

$1,278,774
$ 867,637

59.58%
40.42%

8.71%
12.00%

5.19%
4.85%

l9.*.Qi.'£

AUTHQRIZED INCREASE

W i t h  t h e  a d j u s t m e n t s  a d op t e d  he r e i n , t h e  a d j u s t e d  T Y  o p e r a t i n g

i n c o m e  f o r  t h e  A p a c h e  J u n c t i o n  D i v i s i o n  i s  $ 1 7 6 , 7 0 0 . F u r t h e r , t he

1 0 . 0 4 %  c o s t  o f  c a p i t a l  f o r  t h e  A p a c h e  J u n c t i o n  D i v i s i o n  t r a n s l a t e s

i n t o a 9.0% r a t e o f r e t u r n on FVRB as a u t h o r i z e d he re i nabove .

M u l t i p l y i n g the 9.0% r a t e o f r e t u r n b y t h e FVRB f o r W e Apache

J u n c t i o n D i v i s i o n p roduces r e q u i r e d o p e r a t i n g income o f $168,521.

T h i s i s $8,179 l e s s .than Apache J u n c t i o n D i v i s i o n TY ad jus t ed

ope ra t i ng  i ncome . H e n c e ,  t h e  A p a c h e  J u n c t i o n  D i v i s i o n  w i l l  r e q u i r e  a

d e c r e a s e  i n  r e ve n u e s  o f  $ 8 , 179  o r  a  r a t e  d e c r e a s e  o f  . 0 78  .
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RATE DESIGN

Having determined the revenue requirement in this case, the next

determination is how the rates should be designed to produce the

requested revenues. Factors to consider are cost of service and rate

continuity, as well as simplicity and stability of rates. Neither the

Company or RUCO proposed major changes in rate design in this case.

The company proposed to include all of its recommended increase to be

included in the monthly minimums. RUCO identified the various basic

customer-related costs which should be developed through the customer

charge. From this analysis, RUCO concluded the current. monthly

minimums were reasonable. result, RUCO proposed its recommended

revenue reduction be applied solely to the commodity charge. RUCO

indicated it proposed an adjustment to the commodity charge even

though the Company was located in the AMA. RUCO also recommended the

Company be required to prepare an embedded cost of service ("COS")

study for its next rate case.

Staff did recommend a radical change in the rate design of the

Company. Staff performed a cos study and concluded that the 5/8"

residential customers were paying less than the cost to serve them

while all other meter sizes were paying more than their fair cost. As

a result Staff recommended the 5/8' residential customers monthly

minimum be increased from the current $6.00 per month to $11.00 per

month. staff recommended that the current flat commodity rate be

changed to a three tier inclining block rate. The three tier blocks

would vary depending on the size of meter. In order to alleviate the

increase on small users with 5/8" meters, Staff recommended inclusion

of 2,500 gallons of free water for those customers, provided they

exceed usage of 2,500 gallons. In response, the Companydon't

28 DECISION NO.



1

2

3

4

DOCKET no. E-1009-92-135 & E-1009-92-252

indicated it would cost at least $14,000 in order to make

modifications to its computerized billing program as well as increase

the size of its bill form to incorporate Staff's proposed rate design.

Further, the Company expressed concerns that Staff's rate design could

have a major impact on revenues.

Because of the very small approved change in revenue levels, we

are again going to simply adjust the monthly minimum charges to reach

the approved revenue level. In this case, the adjustment will be a

thirty-five cent reduction per month in the Company's monthly

minimums. If, and when, the Company constructs its CAP plant and

requests rate base treatment, we will order the Company to provide a

COS study at that time.

SURCHARGE APPLICATION

The Company expressed its concern over the water quality and

quantity available in the Apache Junction Division. Those water

quality concerns were also expressed by customers at a public comment

session held in the Apache .Junction service area. The Company

currently has one well to service the area with a backup agreement

with Arizona Water Company ("AWC') for supply of emergency water. To

further aggravate the situation, the Company has indicated its one

well has been slowly decreasing in the amount of water produced. In

addition, the Company indicated it is in the AMA and must ultimately

find alternatives to groundwater to service its customers. To

alleviate the aforementioned problems, the Company desires to

construct a Central Arizona Project ('CAP") water treatment plant. In

fact, the Company requested approval from the Commission in 1989 for

authority to issue long-term debt for the purpose of funding the CAP

s
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treatment plant. In Decision No. 56704, the Commission authorized the

Company to issue IDA Bonds for such purposes.

In spite of the approval by the Commission in Decision No. 56704,

the Company has not been able to issue of the IDA Bonds due to the

Company's financial position. a result, the Company has been

attempting to have its customers finance the proposed plant. In its

previous rate case, the Company had requested the proposed CAP plant

be included in rate base as "anticipated CWIP". That request was

denied pursuant to Decision No. 57666. As a alternative to

"anticipated CWIP", the Company is now requesting approval of a DSC to

cover the principal and interest payments plus at 25% "coverage"

amount on the IDA Bonds. In the surcharge application, the Company

requested a surcharge of $5.00 per month for its 5/8" x 3/4" customers

and higher monthly surcharges for larger meters. In addition, the

Company requested a $1.05/1,000 gallons commodity surcharge. The

Company estimated the aforementioned surcharges would generate

$469,429 on an annual basis. The principal and coverage amounts

totaled $219,454 while the interest totaled $249,975. As an

incentive, the Company indicates that the underwriter has agreed to

fund the loans for the CAP plant at reduced rates of 150 basis points

with the proposed surcharge in place.

After criticism by both RUCO and Staff, the Company modified its

original requested DSC to only provide interest coverage. The Company

also proposed that an accounting procedure be established whereby the

surcharge revenues would be accounted for separately and segregated in

a separate bank account to assure that the proceeds are utilized for

the intended purposes. Further, the separate bank account could be

audited by the Commission at the Company's next rate case.

9
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RUCO opposed the original and modified proposed DSC for several

reasons. RUCO indicated that the Company through its surcharge

request was asking for ratepayers to provide capital funds that are

the obligation of investors. RUCO also indicated that the surcharge

would result in current ratepayers being assessed for the costs of

service associated with future ratepayers. In addition, RUCO

indicated that the proposed DSC would avoid the requirement that

property be "used and useful' before a utility can earn a return on

it. Lastly, RUCO was concerned that the Company was attempting to

evade the Commission's rejection of "anticipated CWIP".

Staff recommended the Company's proposed DSC be denied. staff

expressed concern as to whether or not building a separate CAP

treatment plant is the best alternative for the Company and its

ratepayers. Staff indicated there were other potentially less costly

alternatives that the Company should have considered such as a long-

term contract with AWC to provide water and/or an agreement with the

city to utilize the City's CAP treatment plant. It was noted that

AWC (a company with many more customers than Applicant in the Apache

Junction area) had determined building its own CAP treatment plant was

not economical and as a result AWC entered into an agreement to

utilize the City's treatment plant. Even if the Commission were to

approve the Company's request, Staff recommended that any surcharge

revenues be treated as contributions from the ratepayers. In

addition, Staff recommended that any surcharge be based solely on the

commodity charge as that would represent the highest correlation

between costs and benefits.

In response to Staff and RICO, the Company argued it was not

requesting that ratepayers provide the capital funds but instead was

31 DECISION NO I



1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

z4

DOCKET NO. E-1009-92°135 & E~1009-92-252

simply requesting ratepayers provide the debt service or return that

investors would request for making such investment. In addition, the

Company argued that the plant was designed to meet current ratepayers'

needs and would not result in excess capacity. The Company also

expressed its opinion that the Commission had already reviewed the

Company's plans and proposals for the CAP plant as part of the 1989

financing case (See Decision No. 56704) . Staff, in turn, responded

that it had determined in the financing application that the project

was reasonable from an engineering prospective and the estimated costs

appeared to be reasonable. However, staff was not asked as part of

the Company's financing application to analyze alternatives to solve

its water quality and quantity problems. Until ach an analysis takes

place, Staff indicated it could not recommend approval of the proposed

CAP treatment plant.

It appears clear that this Company needs a long-term solution to

its water quality and quantity problems. It also is clear that any

solution will benefit both current as well as future customers. We

also find that the Company's original request for a surcharge to

cover interest and principal plus 25% was as egregious as its previous

request for "anticipated CWIP". It would have resulted in ratepayers

completely financing the Company's proposed plant with little or no

risk by the Company. However, we do find the Company's alternative

proposal being a reasonable attempt to balance the interest of the

Company and its ratepayers. It helps the Company to financially get

through the construction phase of adding a large addition to its

plant-in-service and enables the Company' to finance at. a lesser

interest rate which benefits both the Company and its ratepayers. As

25
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a result, we are going to approve the Company's requested interest

surcharge with the following conditions:

A. Interest rates will be reduced by at least too basis
points from those approved in Decision No. 56704:

B. The surcharge monies will be separately accounted for
and used solely for interest payments on the IDA Bonds :

c. The surcharge will not become effective until the IDA
Bonds are actually issued; and

D. The interest surcharge will be in lieu of AFUDC.

Based on the above conditions, we will approve an annual interest

surcharge of $249,975. Further, we find that the surcharge should be

collected primarily through the monthly minimum at this time. Any

charges after rate basing of CAP plant must be based on a cost of

service study. We will approve a $5.00 monthly minimum surcharge on

5/8" metered customers and the same corresponding percentage increase

(approximately 83%) on all other size meters. This will provide

approximately $200,000 of the interest surcharge with the remainder

being made up by a 23 cents per 1,000 gallons commodity surcharge.

We want to make it clear to the Company that even though we have

approved an inter t surcharge, it does not imply that the Commission

shall automatically rate base 100% of the costs of the CAP plant

actually constructed. The Company will still need to demonstrate that

the proposed treatment plant was in fact the long-term best solution.

Since the Company is in AMA, we find that any feasible long-term
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continue to grow. Based on the record in case ,

Company had the following three viable alternatives:

A. The Company could build its own CAP treatment plant:

B.

solution must involve CAP water if the Company's customer base is to

The Company could have entered into an agreement with the
city to utilize the City's treatment plant: and

this we find the
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1

2

3

c. The Company could have entered into agreements with both AWC
and the city whereby the Company had use of the City's
treatment plant and AWC would assist in distributingthe CAP
water to the Company.

4 The Company indicated it had in fact considered the above-listed

alternatives and had chosen the overall least costly solution which

was to build its own CAP plant. Since the Company has already

compared the total costs of each alternative, it should be able to

provide supporting documentation with minimal effort on its part.

Hence, we would expect testimony and supporting documents to be filed

at the time the Company requests rate basing of its CAP plant to

demonstrate that the least costly alternative was chosen. Further,

the Company is put on notice that the Commission has in previous CAP

related decisions determined the benefits of such a plant generally

apply almost equally to current and future ratepayers. Accordingly,

we would expect the Company to at least bear the risk of future

growth.
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LATE-F1489 EXHIBITS

On December 29, 1992, Staff filed a Motion to File Late-Filed

Exhibits ('Motion to File") . on January 8, 1993, the Company filed

its Dejections to Staff's Motion to File. On January 15, 1993, the

Company filed a Notice of Filing Post-Hearing Exhibit ("Notice").

During the hearing, there was no request by either Staff or the

Company to file the late-filed exhibits attached to their Motion to

File and Notice, respectively. As a result, no provisions have been

made for cross-examination on the respective exhibits. Accordingly,

we will deny Staff's Motion to File and the Company's Notice to file

their corresponding late-tiled exhibits

•
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Having considered the entire record herein and being fully

advised in the premises, the Commission finds, concludes, and orders

that:4

FINDINGS or rAc'r5

6

7

8

9
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12

13

14
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17

18
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20
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22

23

1. Applicant is an Arizona limited partnership engaged i n the

business of providing water uti l i ty service to the publ ic in portions

of Pinal and La Paz Counties, Arizona, pursuant to authority granted

by the Commission.

24

2. On Apri l  9,  1992, Appl icant f i led an appl ication wi th the

Commission for a permanent increase in water rates for i ts Apache

Junction Divisions.

3. In p lace of  i ts  Apr i l  9,  1992 appl i cat ion,  Appl i cant f i l ed

another application on Hay 6, 1992, which was found to meet the

sufficiency requirements of A.A.C. R14-2-103 as of Hay 8, 1992.

4. On September 3, 1992, the Company filed an application for

the establ ishment of a DSC surcharge for customers i n its Apache

Junction Division.

s . On September 9, 1992, Staff f i l e d i ts Motion which was

granted resulting in the rate case and DSC surcharge applications were

consolidated on October 1, 1992 .

6. During We TY ended on December 31, 1991, the Apache

Junction Division averaged 1,995 customers

CUC is a utility management corporation wholly-owned by

Applicant26

27

28•
35 DECISION NO



1

2

3

and

4

DOCKET NO. E-1009-92-135 a E-1009°92-252

a. CUC provides administrative and field labor other

overhead services to Applicant for a monthly charge based on the

number of services.

9. On September 29, 1989, the Commission issued Decision No.

56704 granting Applicant authority to issue two series of Pinal County

IDA revenue bonds, each series to carry a term of 15 years.

10. The Commission in Decision Ho. 57666, dated December 19,

1991, found there was no evidence at that time to show that

"anticipated, CWIP" for' CAP facilities had in any' way' benefitted

ratepayers.

11. There was no evidence presented in this case to show that

"anticipated clIp" for CAP facilities had in any way benefitted

ratepayers.

12. The formula method may overstate the appropriate working

capital for Applicant.

13. Order No. 561 of the FPC, predecessor of FERC, provides a

reasonable methodology for calculation of AFUDC.

14. The Company is organized as a partnership and as such pays

no income tax.

15. At the time of the hearing, the Company owed property taxes

in the amount of approximately $500,000.

16. The Company has been deferring property tax payments and

utilizing the monies as a loan for other expenditures such as capital

improvements.

17. Applicant's adjusted test year operating income for the

Apache Junction Division is $176,700 based upon operating revenues of

$1,126,247 and operating expenses of $949,547.
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18. In the circumstances cf these proceedings, a rate of return

on FVRB of 9.0% for the Apache Junction Div i s i on i s just and

reasonable.

19. The OCRB, RCNRB, and FVRB for the Apache Junction Division

for the TY ended December 31, 1991, are determined to be $1,680,079,

$2,064,836 and $1,872,458, respectively.

to. Operating income of $168,278 is necessary to yield a 9.0%

rate of return on the Apache Junction Division's FVRB.

21. Applicant must decrease operating revenues by $8,179 in its

Apache Junction Division to produce operating income of $168,278.

22. The Company needs a long-term solution to its water quality

and quantity problems.

23. CAP water wi l l  al leviate the Company's water qual i ty and

quantity problems.

24. I t  i s  not  c lear that the Company's proposed treatment plant

is the long-term best solut ion.

25. CAP plant wi l l  benefi t existing and future customers.

QOUCLUBI0UB or LAI

1. Applicant is a public service corporation within the meaning

of Article xv of the Arizona Constitution and A.R.S. 540-210, et. seq.

2. The Commission has jurisdiction of Applicant and the subject

matters of the application.

3. Notice of the application was given in accordance with the
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The rates and charges authorized hereinbelow for the

provision of water service are reasonable and should be adopted

An interest surcharge subject to the conditions set forth in

the Discussion herein would benefit the Company and its ratepayers
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IT IS THEREFORE ORDERED that Consolidated Water Utilities, Ltd. ,

is hereby directed to file on or before march 31, 1993, revised rate

schedules setting forth the following rates and charges for the

provision of water service to its Apache Junction Division:

MINIMUM MONTHLY CHARGES :

5/8" x 3/4" Meter
3/4" Meter

1" Meter
1 1/2" Meter

2" Meter
3" Meter
4" Meter
6* Meter

s
$
s
s
s
$
s
$

5.65
17.15
21.65
49.65
104.65
144.65
194.65
344.65

Excess of minimum -
Per 1,ooo gallons $ 3.88

SERVICE LINE AND METER INSTALLATION CHARGES :
(Refundable pursuant to A.A.C. R14-2-405)

5/8" x 3/4' Meter
3/4' Meter

1' Meter
1 1/2" Meter

2' Meter
3" Meter
3' Meter
4" Meter

-

1 -

-

$ 250.00
s 275.00
s 300.00
s 500.00
$ 660.00
.$1,050.00
$1,775.00

-

-
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41 Meter

6' Meter

6" Meter

6" Meter -

Turbo
Compound
Turbo with on-site
Fire Hydrant Facilities
Compound with on-site
Fire Hydrant Facilities
Compound without on-site
Fire Hydrant Facilities
Turbo with on-site
Fire Hydrant Facilities
Compound with on-site
Fire Hydrant Facilities

$1,750.00

$2,925.00

$5,500.00

$3,825.00

$4,825.00

•
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1

2

3

SERVICE CHARGES :

4

s
$
s
s
s

$

Establishment
Establishment (After Hours)
Reconnection (Delinquent)
Reconnection (After Hours)
Meter Test (If Correct)
Deposit
Deposit Interest
Reestablishment (Within 12 Months)
NSF Check
Deferred Payment (Per Month)
Late Payment Charge
Meter'Reread (If Correct)
Moving Meter (Customer Request)

$

25.00
35.00
25.00
25.00
25.00

*
*

* *

1s.00
1.50%
***

15.00
Cost

Per Commission rule A.A.C. R14-2-403(B) .
Months off system times the monthly minimum per A.A.C. R14-
2-403(D).
1.50% of unpaid balance.
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IT IS FURTHER ORDERED that Consolidated water Utilities, Ltd.,

Apache Junction Division, shall notify its customers of the revised

schedules of rates and charges authorized herein by means of an insert

in its next regularly scheduled billing.

IT IS FURTHER ORDERED that Consolidated Water Utilities, Ltd.,

Apache Junction Division, shall use the methodology set forth in Order

No. 561 of the Federal Power Commission and as discussed herein for

calculating its allowance for funds used during construction.

IT IS FURTHER ORDERED that Consolidated Water Utilities, Ltd.,

Apache Junction Division, shall file with the Director of the

Utilities Division, proof of payment of future property tax bills

within 90 days of the due date of each bill.

IT IS FURTHER ORDERED that Consolidated Water Utilities, Ltd.,

Apache Junction Division, is hereby authorized to collect the

following surcharges effective with the issuance of the IDA Bonds and

subject to the conditions contained in the Discussion herein:
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MINIMUM MONTHLY SURCHARGES :

n

1

2

3

4

5/8" x 3/4' Meter
3/4" Meter

1" Meter
1 1/5' Meter

2' Meter
31 Meter
4" Meter
6" Meter

s 5.oo
$ 14.50
$ 1a.25
$ 41.50
s 87.15
$120.35
$161.85
$286.35
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13

14

15

16

17

18

19

20

21

22

23

24

25

26

27

28

Excess of minimum _
Per 1,000 gallons $ 0.23

IT IS FURTHER ORDERED that Consolidated Water Utilities, Ltd.,

Apache Junction Division, shall establish a separate bank account for

the surcharge revenues approved herein.

IT IS FURTHER ORDERED that a zero cash working capital will be

utilized at Consolidated water Utilities, Ltd. , Apache Junction

Division's next rate case absent the Company providing clear and

convincing evidence otherwise.

IT IS FURTHER ORDERED that Staff's Motion to File Late-Filed

Exhibits is hereby denied.

•
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3

4

DOCKET NO. E-1009-92-135 & E-1009-92-252

IT IS FURTHER ORDERED that Consolidated Utilities, Inc. , Apache

Junction Division's request to file a Notice of Filing Post-Hearing

Exhibits is hereby denied.

IT IS FURTHER ORDERED that this Decision shall become effective

immediately.

BY ORDER OF THE ARIZONA CORPORATION cotmIssIou.

CHAIRMAN COMMISSIONER COMMISSIONER

IN WITNESS WHEREOF, 1. JAMES MATTHEWS, Executive
Secretary of the Arizona Corporation Commission, have
hereunto set my hand and caused the official seal of the
Commission to be affixed at the Capitol, in the city of
Phoenix, this day of , 1993.

JAMES MATTHEWS
EXECUTIVE SECRETARY

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

27

28

DISSENT
JLR : me

•

i
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SERVICE LIST FOR: CONSOLIDATED WATER UTILITIESI
APACHE JUNCTION DIVISION

LTD.I

DOCKET no. : E-1009-92-135 AND E-1009-92-252

Richard L. Sallquist
ELLIS, BAKER & PORTER, p.c.
p.o. Box 16450
Phoenix, Arizona 85011
Attorney for Consolidated Water

Utilities, Ltd.

K. Justin Reidhead, Chief Counsel
RESIDENTIAL UTILITY constmnn OFFICE
1501 West Washington, suite 227
Phoenix, Arizona 85007

Paul A. Bullis, Chief Counsel
Janice M. Allard, Staff Attorney
Legal Division
ARIZONA CORPORATION cormlsslon
1200 West washington Street
Phoenix, Arizona 85007

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18.

19

. 20

21

22

23

24

25

26

27

28

Gary Yaquinto, Director
Utilities Division
ARIZONA CORPORATION comusslou
1200 West Washington Street
Phoenix, Arizona 85007

as

•
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nsuz D. JENNINGS
cHAlnuAn

UARCIA WEEKS
couwsslonsn

' L E  H .  M O R G AN
couunwousn .

JAMES MATTHEWS
EXECUTIVE SECRETARY

ARIZONA CORPORATION COMMISSION

DATE : December 6,  1991

DOCKET NO : E-1009-90-115 and E-1009-90-116

TO ALL PARTIES :

Enclosed please find the recommendation of Hearing Officer
Jerry L. Rgldibaqgh who pres ided at  the above

hearing. The recommendation has been filed in the form of an
Opinion and Order  on: -

CONSOLIDATED WATER u'rILT'rTms, 1.Tn_ (Apache Junction and Colorado River Divisions)(rates)

Pursuant  to  A.A.C .  R14-3-110.B ,  you  may f i le  excep t ions  to
the recommenda t ion  o f  the  Hear ing  Of f i cer  w i th in  ten  (10)  days  o f
the above date. P l e a s e  f i l e  t h e  o r i g i n a l  a n d  t e n  c o p i e s  o f  t h e
same to  me a t  the address  l i s ted  be low.

The  enc lo sed  i s NOT an order  o f  the Commiss ion,  but  mere ly  a
recommendat ion of  the Hear ing Of f icer  to  the Commiss ioners .

MQ S`
mes Matthews

EXECUTIVE SECRETARY

Jo:dmr
Enc.
cc: ALL PARTIES

1200 wssv WASHINGTON, PHOENIX, ARIZONA usoov / ala WEST CONGRESS smear. TUCSON, ARIZONA 15701



1
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BEFORE THE ARIZONA CORPORATION COMMISSION1

2

3

4

5

6

7

D. JENNINGS
CHAIRMAN

MARCIA WEEKS
COMMISSIONER

DALE H. MORGAN
COMMISSIONER

RENZ

DOCKET no. E-1009-90-115

8

DOCKET no. E-1009-90-116

DECISION no.

IN THE MATTER OF THE APPLICATION )
OF CONSOLIDATED WATER UTILITIES, )
LTD., APACHE JUNCTION DIVISION FOR )
AN INCREASE IN ITS WATER RATES AND )
CHARGES FOR WATER SERVICE IN ITS )
CERTIFICATED AREA IN PINAL COUNTY, )
ARIZONA. )

)
)

IN THE MATTER OF THE APPLICATION )
OF CONSOLIDATED WATER UTILITIES, )
LTD., COLORADO RIVER DIVISION, FOR )
AN INCREASE IN ITS WATER RATES AND )
CHARGES FOR WATER SERVICE IN ITS )
CERTIFICATED AREA IN LA PAZ COUNTY,)
ARIZONA. )

) QPINION AND ORDER

DATES OF HEARING' February 14, and 15, and March 19, 21, 22,
and 29, 1991

9

10

11

12

13

14

15

16

1'7

PLACE OF HEARING:

PRESIDING QFFICER:

Phoenix, Arizona

Jerry L. Rudibaugh

Marcia Weeks, Commissioner
Dale H. Morgan, Commissioner

ELLIS, BAKER & PORTER, by Mr. Richard L.
Sallquist, on behalf of Consolidated Water
Utilities, Ltd.7

18 IN ATTENDANCE:

19
APPEARANCESI

20

21

22
Mr. William A.
propria person;

Carps I Intervenor, in

23 Mr. K. Justin Reidhead, on behalf of the
Residential Utility Consumer Officer and

25
Ms. Cynthia K. Haglin, Staff Attorney
Legal Division, on behalf of the Arizona
Corporation Commission.

26

27

28

24

..1..
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DOCKET no. E-1009-90-115, ET AL.

1 BY THE COMMISSION:

Junction

On April to, 1990, Consolidated Water Utilities, Ltd. , Apache

Division and Colorado River Division, (collectively

2

3

4

5

hereinafter referred to as filed an

6

7

"Applicant" or "Company")

application with the Arizona Corporation Commission ("Commission")

requesting a hearing to determine the "fair value" of its property

for ratemaking purposes, to f ix a just and reasonable rate of

8

9

return, and thereafter to approve rate schedules designed to produce

said return. On May 10, 1990, Applicant filed revised exhibit

pages 4lo

11

12

13

14 Order.

15

16

17 The

20

21

22

23

On July 11, 1990, the Residential Utility Consumer Office

("RUCO") requested intervention which on July 23, 1990, was granted.

On August 22, 1990, Applicant filed a request for a Procedural

Our September 28, 1990 Procedural order set this matter for

hearing commencing on January 17, 1991.

The Company filed its direct testimony on August 30, 1990 and

on November 30, 1990 filed supplemental direct testimony.

Commission's Utilities Division staff (@staff") and RUCO filed a

Joint Motion to Strike Testimony ("Motion to Strike") or, in the

alternative, Joint Motion to Extend Time for Filing of Testimony and

to Continue the Hearing ("Motion for Continuance").

was heard on the Motion to Strike and Motion for Continuance and on

Oral argument

December 13, 1990, an amended Procedural Order was issued whereby

the hearing was rescheduled to February 14, 1991.

Mr. William A. Corns requested intervention for the Apache

26

2'7

28

Junction Division which was granted on January 9, 1991.

This matter came before a duly authorized Hearing Officer of

the Commission at the Commission's offices in Phoenix, Arizona, on

45

18

19

24

25
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DOCKET no. E-1009-90-115, ET AL.

1 February 14, 1991. Applicant, RUCO, and Staff appeared through

2 counsel. Mr. Carps appeared pro se. After two days of hearing, the

3 matter  was cont inued unt i l  March 19,  1991. Evidence was presented,

4 and after a full public hearing, this matter was adjourned pending

submission of a Recommended Opinion and Order by the Presiding5

6 Officer to the Commission.

'7

8 br i e f s .

On Apri l  26, 1991, RUCO, Staff and Applicant fi led post-hearing

INTRODUCTION9

10 Appl icant provides water service to an area in and around the

l l city of Apache Junction ("Apache Junction Division") and to an area

12 north of Parker, Arizona, along the Parker Strip ("Colorado River

Consol idated Ut i l i t i es Contract ing, Inc. ("CUC") i s a

14 uti l ity management corporation whol ly-owned by Appl icant. CUC

13 Division") .

15 provides administrative and field labor and other overhead services

16 to Appl icant for a monthly charge based on a per customer amount.

1'7 The Apache Junc t ion D i v i s i o n i s lo ca ted i n the Phoenix Ac t i ve

18 Management Area ("AMA") and had an average number o f customers

19 dur ing  the  tes t  yea r  ended  o f  December  31 , 1989 ("TY") o f  1 ,943 .

20 That represents a 22 percent increase over the number of customers

in  the prev ious  ra te case for  the Apache Junct ion Div is ion which had21

22

23 not in an AMA and had an average number of customers during the TY

a test year ended December 31, 1985. The Co lo rado  R iver  D iv is ion  is

24

25

26

27

28

of 1,659. That represents a 7.5 percent increase over the number of

customers in the previous rate case for the Colorado River Division

which also had a 1985 test year.

•
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DCCKET no. E-1009-90-115, ET AL.

1

2 The Company proposed original cost rate bases ("OCRB") in this

3 proceed i ng for  i t s  Apache Junct i on Division and Colorado River

RATE BASES

4 Division of $4,358,955 and $1,606,147, respectively. As can be seen

5 from the following chart, Staff,the company, and RUCO had

6

'7 divisions.

s i gn i f i cant di f ferences in their recommended OCRB f o r  t h e two

Proposed OCRB

Company Staff RUCO

Apache Junction
Div i s ion SO, 358 .955 $2,077,770 $2,296,775

Colorado River
Div i s ion $1,606,147 $1,109,721

8

9

10

11

12

13

14 a i n the

15 anticipated Construction Work in Progress ("anticipated CWIP")

16 regarding the Central Arizona Prob act ("CAP") . On November 7, 1989,

$1,104,247

By far, the largest adjustment made by both RUCO and Staff was

$2,066,851 reduction Apache Junction Div i s i on for

17 the Commission issued Decision No. 56704 authorizing Applicant to

18 issue two series of Pinal County Industrial Development Authority

19 ("IDA") revenue bonds, each ser ies to  carry years:

20 $2,445,000 in tax-exempt Series A bonds, and $850,000 in taxable

21 Series B bonds. The proceeds of this bond issuance were to be used,

22 in major part, to finance a transportation system and treatment

a tem  o f 15

from the Arizona Department of Commerce for issuing the IDA bonds.

23 plant planned for the Apache Junction Division to uti l ize CAP water.

24 At the tine of the hearing, the Company had not received approval

25

26

27

28

In fact, i t  was not c lear i f  the Company would ever receive such

approval. the Company was not planning to begin

const ruct i on  on  the  CAP fac i l i t i es  unt i l  the funds were in place

Further,
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1

2

3 measurable.

As a result, Staff and RUCO argued that

the anticipated CWIP should be disallowed as not being known and

from the .bond issuances.

Fu r th e r , RUCO argued that  the  an t i c i pated  CWIP  may  o r

4 may not be used and useful to serve existing ratepayers sometime in

5 the future. RUCO also opposed the inclusion of the Anticipated CWIP

6 on the grounds that the Company has substantially changed the terms

7 of its financing from the terms approved by the Commission in

8 Decision No. 56704. The Commission Order approved repayment terms

9 of fifteen years for the taxable portion of the debt while the

10 Company was now proposing repayment terms of six years during this

11 proceeding.

We concur with Staff and RUCO that the anticipated CWIP should12

13 be disallowed from rate base. The  amoun t  o f  a c tua l  c on s t r u c t i o n  t o

construction i s currently not used and useful. There was no

14 be undertaken is not known and measurable and the anticipation of

15

16

17

evidence that the anticipated CWIP had i n any way benefitted

In fact ,  i t  i s  not  c lear  i f  i t  w i l l  ever  be used to

in the Colorado River Division.

ratepayers.

18 benefit ratepayers.

19 staff and RUCO made a similar adjustment for anticipated CWIP

20 Part of the proceeds from the

21 proposed IDA bonds was to construct storage facilities and other

22

23

system improvements i n the Colorado River Division.

arguments that applied to the Apache Junction Division would also

apply to this anticipated CWIP. Consequently, we must concur with

Staff and RUCO for the same reasons set forth for the Apache

The same

24

25

26

27

28

Junction Division.

RUCO also removed capital expenditures from both divisions

relating to a pilot program to study slow sand f i l tration (referred

•

DECISION no.
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1 to as the NANO plant) . The only perceivable benefit the plant

2 currently has is that customers are allowed to go to the plant and

containers. According to3 obtain NANO filtered water i n  thei r own

4 the Company, t h e  p i l o t plant was constructed main ly  to  determine

5 whether the plant design would provide the resu l t s  expected by the

Further, the Company argued that i t  should not be6 des i gn ' s  t heo ry ,

'7 penal i zed fo r  pursu ing a techno logy that  i s  a part ia l  answer to some

8 of  the Company 's water  qual i ty  problems.

9 plant  equ ipment  wi l l  be  re located complete ly  to  the Co lo rado  R iver

10 Division as a permanent treatment faci l i ty.

11

In addition, the pilot

We concur with RUCO that the NANO plant is not used and useful

12 at  t h i s  t ime .

13

If the Company in fact does relocate the plant to the

Colorado River Division as a permanent faci l i ty, we wi l l  reconsider

14 the used and usefulness at that time.

15

16

1'7

RUCO removed the Company's inclusion of $108,711 in customer

deposits from the Apache Junction Division and $29,266 from the

Colorado River Division rate base. Although the Company must pay

interest  on these deposi ts, i t  has included interest  as an above-

the-line cost. During the hearing, the Company concurred that the

18

19

20

21

22

23

RUCO adjustment was proper i f the interest was included as part of

As a resu l t ,operating expenses. we w i l l approve the RUCO

adjustment with the understanding that the associated interest wi l l

24

25

26

27

28

be included as part of operating expenses.

RUCO increased contributions-in-aid of construction for the

Apache Junction Division by $63,160 and by $10,197 for the Colorado

Division to reflect the balance at the end of the TY. The Company

had amortized the amount downward for a period well beyond the end

1
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2 the TY, we must concur with the RUCO adjustment.

5 RUCO adjusted the rate base upward by $14,930 for expenditures

4 it reclassified from maintenance expense. The adjustment related to

5 $14,930 the Company expensed for the repair and replacement of 780

6 RUCO made the adjustment because the

v

of the TY without any explanation. Absent some reason to go beyond

claim that the expense was o f a

Even though the Company did not demonstrate that

9 this was a recurring expenditure, we f ind i t acceptable to expense

10 the repai r  and replacement o f  the  p i pe i n  t h i s instance. As a

11 resu l t ,  we  w i l l  re jec t RUCO's adjustment.

12

feet of pipe during the TY.

Company did not support its

8 recurring nature.

13 construction ("AFUDC")

According to the Company,14 through 1989.

The Company included an allowance for funds used during

for plant added during the period 1986

it has followed the

15 National Association of Regulatory Utility Commissioners ("NARUC")

16 Uniform System of Accounts as required by this Commission. Staff

17 recommended disal lowance because at the time of i t s audi t, the

18 Company had initiated no AFUDC account on i ts books and records.

19 The first time any AFUDC schedules appeared was as part of the rate

20 application. Staff recommended that if the Company intends to

21 request such it should set up the appropriate

22 accounts to track construction expenditures and the transfer of

rate treatment,

23 dollar amounts from the AFUDC accounts to the appropriate plant

24

25

26

27

28

accounts when such plant is put into service. We concur with

Staff's recommendation to set up the appropriate accounts to track

construction expenditures. At the same time, we concur with the

Company that AFUDC should be included for the 1986 through 1989

period for plant not previously included in rate base.

DECISION no.



DOCKET no. E-1009-90-115, ET AL.

1 In the Company's application, it uti l ized what is known as a

2 half-year convention for depreciation on new plant placed into

3 service. This method Simply assumes that a l l plant goes into

4 service on July 1 of the f irst year in service. Staff recommended

5 what is known as the full-year convention in computing depreciation.

6 This method assumes that all plant goes into service on January 1 of

'7 the f i r s t year i n service. As result,

8 adjustment to the Company's accumulated depreciation. Certainly the

9 most accurate method would be to utilize the exact in-service dates

a staff recommended an

10 for each separate plant addition. In fact, for plant additions of

11 considerable cost we believe that is the only acceptable method.

12 However, we recognize there is an administrative cost to track the

13 exact in-service date for each and every plant addition. Hence, a

14 reasonable estimate can be acceptable. In this case, we find that

15 Applicant's half-year method is more reasonable than Staff's full-

year method since plant will throughout

17 Accordingly, we reject Staff's recommended adjustment.

16 be added the year.

18

19 both divisions due to allocation of the CUC assets;

Staff recommended an increase in the Company's rate base for

We will reject

20 this recommendation for the reasons set forth in the expense portion

21 of the discussion.

22 For the Apache Junction Division, Staff recommended ea net

23 reduction from rate base of $30,654 for a prior rate case adjustment

24 for well No. 3. In addition, Staff recommended removal of $333,785

25 Neither

26 of

27

28

for land for the CAP treatment plant held for future use.

these recommendations

accordingly, will be approved.

were opposed by the Company and

..8.. DECISION no.



DOCKET no. E-1009-90-115, ET AL.

Lastly, both RUCO and staff recommended adjustments to working

capital based on their respective adjustments to operating expenses .

1

2

3 We approve the concept

4 respective expense adjustments actually approved.

o f their recommendations based on the

5 For the Apache Junction Division, RUCO proposed a $4,100

6 addition to accumulated depreciation to correct errors contained in

'7 the Company's exhibi t

8 accumulated depreciation.

involv ing the transportat ion equipment

This was simply a correct ion of a

9 mathematical error which the Company did not rebut. As a result, we

10' concur with the RUCO adjustment.

11 RUCO adjusted the accumulated depreciation downward by $168,471

12 for the Apache Junction Division and $35,315 for the Colorado River

13 Division as an offset to the adjustment for anticipated CWIP. Since

14 we approved the adjustment for anticipated CWIP, to be consistent we

15 w i l l the adjustment toapprove

16 depreciation .

17

associated the accumulated

ORIGINAL COST RATE BASE SUMMARY

18 Based on the foregoing, the following statement details the

19 adjusted test year OCRB for ratemaking purposes for the

20 Junction and Colorado River Divisions, respectively:

21

22

23

Apache

24

25

26

27

28
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Applicant's Proposed
Adjusted Rate Base for
Apache Junction Division

Commission
Approved

Adjustments
Adjustment

Amount

$4,358,952 Anticipated
Construction Work
in Progress and
NANO Plant

Well No. 3

so, 066,851

$30,654

Land held for
future use $333,785

$108,711Customer Deposits

Contributions-in-
Aid $63,160

Accumulated
Depreciation ($164 ,371)

$5,853

$1,914'.309

Working Capital

Commission Adjusted Rate Base

Applicant's Proposed
Adjusted Rate Base for
Colorado River Division

Commission
Approved

Adjustments
Adjustment

Amount

$11 606. 052 Anticipated
Construction Work
in Progress
and NANO

Customer Deposits

$476,217

$29,266

Contributions-in-
Aid $18, 197

1

2

3

4

5

6

'7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

Accumulated
Depreciation ($35,315)

$23,558

$10¢751

$1,083,378

Prior Rate Case

Working Capital

Commission Adjusted Rate Base

24

25

26

27

28

RECONSTRUCTION COST NEW RATE BASE

In Schedule B-1 of Applicant's Exhibit Nos. 10 and 11,

Applicant presents a jurisdictional reconstruction cost new rate

-10_ DECISION no.
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All of the
1 base ("RCNRB") for i ts  Apache Junct ion Div is ion and Colorado River

2 D i v i s i on  o f $4,775,309 and $1,801,212, respec t ive ly .

3 adjustments ref lected in our determinat ion of the OCRB are equal ly

No change i n these adjustments i s

of reconstruct ion cost new.

4 appl icable to the RCNRB.

5 necessary to restate them in terms

6 Thus, our RCNRB is $2,330,666 for the Apache Junction Division and

7 $1,278,538 for the Colorado River Division.

FAIR VALUE RATE BASE8

9

10 rate base ("FVRB") by taking the average of OCRB and RCNRB. No

11 party has suggested a different weighting be used in this

Consequently, we find that the adjusted FVRB for the

The Commission has tradi t ional ly determined the "fai r value"

12 proceeding.

13 Apache Junction Division and Colorado River Division is $2,122,488

14 and $1,180,958, respectively.

15

16 Operating Revenues

17

OPERATING INCOME

Appl i cant  had actual  revenues dur ing the TY for i ts  Apache

18 Junction and Colorado River Divisions of $1,333,481 and $659,879,

19 respect ively. App l i cant  ad justed  the actua l revenues to remove

20 sa l es  taxes and to annua l i ze  revenues for  end of  TY  customers

21 resul t ing in revenues for the Apache Junct ion and Colorado River

22 Divisions of $1,265,181 and $639,270, respectively.

23 Staff recommended three adjustments to operating revenues for

Staff made an adjustment to the Company's24 each of  the div i s i ons.

25 sales tax cal culat ion for the Apache Junct ion and Colorado River

26 and $1,751, Staf f also

27 .
28

Divisions of ($1,443)

sponsored adjustments to reflect an accounting change from a cash to

respect ively.

accrual  basis. The adjustment for the Apache Junction and Colorado
0
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1 River Divisions were $12,946 and ($3,884) , respectively. Lastly,

2 staff recommended removal of the Company's annualization of year-end

5 customers. The amount of the adjustments for the Apache Junction

River andColorado Divisions were ($5,999) I4 and

5 respectively. Since the sales tax

(S22,383)

and accrual accounting

As  t o  t he

9 approve Company's

10 understanding that expenses will also be annualized based on year-

6 adjustments were unopposed, we w i l l approve those.

7 removal Of the Company's annualization based on year-end revenues,

8 staff has provided no reason to disallow the adjustment. We will

the annual ization of revenues with the

11 end customers ¢

12 The only adjustment that RUCO recommended to TY revenues was to

13 the Apache Junction Division. RUCO proposed a sharing of an alleged

14 gain on the sale of an office building that had been included in

15 rate base. Applicant did not agree there was a gain to be shared.

16 According to Applicant, there was a gain based on the book value of

on the acqu i s i t i on  cos t .17 the assets but not The Company had

18 original ly paid more than book value and has been amortizing the

19 acquisition adjustment below the l ine.

20 I t would be u n f a i r

We concur with Applicant.

fo r  the Company to  have a l l  the r i sk  o f  an

21 acquis i t ion adjustment and then to have ratepayers share in the

22 return of a portion of the acquisi tion adjustment.

23 Based on the above, we find that the TY revenues for the Apache

respectively.

26 Operatinq Expenses

Appl i cant had actua l  operat ing expenses for  the TY for  i ts

River Divis ions of $1,002,204 and

24 Junction and Colorado River Divisions were $1,276,684 and $637,137,

25

27

28 Apache Junction and Colorado
•
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1 respectively. Applicant made

2 adjustments to both divisions resulting in adjusted TY expenses for

5 the Apache Junction and Colorado River Divisions of $996,168 and

$663.655, RUCO and Staff recommended various

$602,274, namerous proforma

4 respectively.

5 adjustments to the Company's proposed expense levels.

6 reasons set forth hereinafter, we find that for ratemaking purposes,

7 the TY operating expenses for the Apache Junction and Colorado River

8 Divisions were $900,000 and $600,000, respectively.

For the

9 In Applicant's prior rate case,

10 increased to 5 percent.

its depreciation rate was

In this case, Applicant is proposing a

11 composite depreciation rate for its Apache Junction and Colorado

12 River Divisions of 2.88 percent and 3.47 percent, respectively.

13 staff and RUCO did not dispute the requested depreciation rates,

14 however, they did propose adjustments to reflect their differences

15 in rate base. We concur with Staff and RUCO's proposals to match

16 depreciation expense with the approved rate base. However, we do

17 not concur with the parties that the depreciation rate should be

18 reduced for Applicant at= this time. One of the Company's primary

19 arguments in this case is that it needs an extraordinary high rate

20 of return in order to have sufficient cash flow to make anticipated

21 debt payments . We believe it is more equitable at this time to

22 ratepayers t o provide more cash flow through depreciation than

23 through extraordinary high rates of return.

the continuance of the current 5 percent rate.

Hence, we will approve

Combining the 524

25

26

27

28

percent depreciation rate with the appropriate rate base, we find

that the TY depreciation expenses for the Apache Junction and

Colorado River Divisions are $162,125 and $84,296, respectively,
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a

1 The actual 1990 property taxes paid by Applicant for the Apache

2 Junction and Colorado River Divisions were $126,589 and $37,592.

4 of the adjusted TY expense levels.

5 made proforma adjustment calculations to recompute taxes based upon

6 how the Department of Revenue could calculate the full cash value in

'7

3 staff recommended approval of the actual 1990 property tax as part

The Company, on the other hand,

1 0 We concur with Staff.

determining Applicant's future property tax. RUCO made adjustments

8 to the Company's methodology_ and calculated a recommended property

9 tax amount that fell between the Staff and Company recommendations .

We find the Company's and RUCO's proposed

11 adjustments are not known and measurable at this time and are based

12 upon assumptions of how the Department of Revenue could calculate

13 future property taxes as wel l as an assumption as to future

14 revenues.

15 The Company had included the Commission and RUCO statutory

16 assessments in both revenues and expenses for the divisions. s ta f f

18 that i f the adjustment was

19 adjustment must be made to the revenues.

17 disal lowed the amounts included in expenses.

made to expenses,

The Company argued

an of f set t i ng

We concur wi th the

The assessments should either be included or excluded for20 Company.

21 both revenues and expenses. Since the Company included the

22 assessment in revenues, we will disallow Staff's recommended expense

2.3 adjustment .

24

25

26

27

28

Both RUCO and Staff made adjustments to non-recurring rent

expenses in the amount of $2,800 per division. The Company had

included an adjustment to annualize a new rental agreement entered

into during the TY, but failed to remove the non-recurring portion

of the agreement which was canceled. The Company did not rebut this

•
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1 adjustment and accordingly the Staff and RUCO recommendations will

income tax I

it is only fair to allow income taxes

2 be approved.

3 The Company is organized as a partnership and as such does pay

4 The Company made a proforma adjustment to income taxes

5 as if it were organized as a corporation and required to pay taxes.

6 According to the Company,

7 since the partners are liable for taxes.

8 disallowed the proforma adjustment strictly because the Company is

Furthermore, RUCO and Staff followed

Both RUCO and Staff

11 allow proforma income tax expense.

9 organized as a partnership.

10 the previous Commission rate order for this Company which did not

We concur with RUCO and Staff.

W e

12 As we discussed in the previous rate case, Applicant will pay no

13 taxes oN the income which it generates from the rates authorized

14 hereinafter. Accordingly, we shall not allow any income tax expense

15 to be charged to its ratepayers.

16 Just as the Company had adjusted its revenues, it annualized

17 its expense levels based on the number of year-end customers. staff

18 recommended removal of the annualization of expense levels.

19 previously approved the annualization of revenues and to be

20 consistent will approve the Company's annualization of expenses.

21 The Company divided its $80,000 of rate case expense equally

22 over the two divisions. Further, the company requested recovery in

23 a one year period. According to the Company, it will need to file

annual cases in order to recover the operating and debt costs of the

plant being constructed. Staff originally recommended rate case

expense be amortized over a four-year period since the Applicant's

last rate case had a test year four years earlier than the current

Subsequently, Staff revised its amortization period to a two-

24

25

26

27

28 one •0
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1 year period. We find that Staff's original four-year recommendation

2 was reasonable based on the history of th is Company. However,

5 because of the potentially large amount of plant this Company may be

4 constructing in the near future, a shorter time frame appears to be

not provided5 justified. the Company has

6 sufficient justification that it will require an increase in rates

We find that staff's two-year amortization

At the same time,

'7 every twelve months .

8 period is a reasonable compromise and accordingly we wil l approve a

9 two-year amortization. We did not make an adjustment for the amount

10 of  rate case expense in  th i s  case but  we do want  to caut i on the

11 Company that it is at the very high end of reasonableness.

12 under Staff's two-year amortization, each customer is

Even

paying

13 approximately $1 per month for rate case expense for each division.

14 Applicant made a proforma adjustment to its purchased power

15 expense for the Colorado River Division based on an anticipated 7

16 percent Arizona Public Service ("APS") rate increase. Both RUCO and

17 Staff removed the adjustment as not being known or measurable.

18 Based on an adjustment from cash accounting to the accrual basis,

19 Staff also reduced the proposed purchased power expense for the

20 , Colorado River Division by $1,478. Staff additionally removed a $42

Hence we

percent

increase I

21 overstatement of a fuel adjustor adjustment made by the Company.

22 The latter two adjustments by Staff were unopposed. As to the

23 anticipated APS rate increase, the Commission in Decision No. 57649

24 (December 5, 1991) approved a 5.2 percent rate increase.

25 will approve a proforma adjustment to reflect the 5.2

26

27 The Company

28 Junction Division

mad made a proforma adjustment to the Apache

for an increase in the rates of Salt River
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Project . staff determined the proforma adjustment was overstated by

$137 and made that unopposed adjustment.

In i ts expenses, the Company included what i t referred to as

1

2

3

4 guaranteed payments to its partners totaling $120,287.

amount, $64,484 was al located to the Apache Junction Division and

of that

$55,803 to the Colorado River Div i s ion. Staff considered these

5

6

'7

8

9

l o Form 1065

1 1 The Company also noted that

payments as partner draws which would be a return of partnership

equity and thus disallowed the as expense items. In rebuttal, the

Company indicated the $120,287 was the salary for two partners and

filed with its income tax return would reflect the same.

the Commission had allowed similar

12 expenses in its previous rate case. We concur with the Company that

13 these were salaries and we will approve the allocated amounts. At

14 the same time, we recognize that Staff has raised an issue which

15 needs to be reviewed closely in the Company's next rate case . I t  i s

16 not clear to us that the amount of the salaries paid to the partners

17 is reasonable and justified. The Company is already paying its own

18 subsidiary $14.30 per customer per month to perform contracting and

19 management functions for the water operations .

20 question the need for a salary of $120,000 for additional management

Hence I we must

by21 the partners. . As a result, we wi l l require the Company to

22 provide clear justification as to the reasonableness of any partner

23 in future rate cases.

As previously noted, Applicant has a management contract with

an inter-related corporation, CUC, which is controlled by Applicant

and Applicant's general partners. A monthly charge per customer is

allocated to each division. In Applicant's last  rate case, the

salaries

24

2 5

26

27

28 amount of the monthly charge was $13.00 per customer. Based on its
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review at that time, Staff concluded that the charge was reasonable

for the services being rendered.

1

2 I n this case, Applicant has

3 requested approval of a $14.30 per customer per month assessment

4 In support of the reasonableness of the monthly

5 assessment, Applicant argues that $13.00 was reasonable in the last

6 case and inflation would cause an increase at least as high as the

'7

from CUC.

$14.30. Therefore, the Company concluded $14.30 must be reasonable

staff expressed concern that CUC was8 and should be accepted.

9 recovering a profit over and above what the services would have cost

10 for the Company' to handle the 'matters internally, rather' than

11 through a subsidiary. As a result, Staff attempted to audit CUC and

12 allocate what it believed were the proper expenses.

13 of Staff's allocation was a recommended $15.22 per customer per

14 month for the Apache Junction Division and $9.05 per customer per

15 month for the Colorado River Division. There would be additional

16 costs included by Staff for each division through an allocation of

17 CUC's assets and liabilities to the Applicant. The Company

18 portrayed outrage that the Commission would attempt to regulate its

The end result

19 non-regulated entity, CUC. In response to the Company's last

20 argument, we will simply state that the Commission only has to

21 approve reasonable expenses for ratemaking purposes, whether those

22 expenses originate from a regulated or non-regulated entity is not

23 controlling. Staff has raised the issue of the reasonableness of

24 the expenses allocated from an entity related to the Company and we

25 agree that those expenses should be. carefully scrutinized.

26 not believe it is appropriate for ratepayers to pay a profit margin

27 for each layer of related companies. Hence, we totally agree with

28 Staff that all of the profit margin of CUC should be disallowed as

We do

•
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1 part of the allocation. However, it is unclear from this case as to

2 the actual amount of such profit. For that reason we will approve

3 the CUC allocation, but shall direct the company in its next rate

4 case to provide the amount of profit to CUC under its contractual

5 arrangement.

Statement of Net Operating Income

Based on the foregoing, the following statement details the

Operating Income Summary

Colorado River Division

Operating Revenue $637, 137

operating Expenses:
Purchased Pumping Power
Purchased Water
Salaries and Wages
Repair and Maintenance
Water Testing
Chemicals
Transportation Expense
Office Supplies & Expense
Insurance
Outside Services
Rents
Depreciation
Property Tax
Taxes Other Than Income
Income Taxes
Misc.

$ 25,336
100

94,107
267,309
27,205
3,743

0
25,946
9,943

97
21,920
84,296
37,592

629
0

39,537

6

'7

8 adjusted test year net operating income for the two divisions for

9 ratemaking purposes :

10

11

12

13

14

15

16

1'7

18

19

20

21

22

23

Total Operating Expense

NET OPERATING INCOME

$637¢760

($623)

24

25

26

27

28
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Operating Income Summary

Apache Junction Division

Operating Revenue $1,276,689

Operating Expenses:
Purchased Pumping Power
Purchased Water
Salaries and Wages
Repair and Maintenance
Water Testing
Chemicals
Transportation Expense
office Supplies & Expense
Insurance .
Outside Services
Rents
Depreciation
Property Tax
Taxes Other Than Income
Income Taxes
Misc.

$ 74,305
7,447

104,029
326,916
7,819

31
0

37,671
16,265

987
36,662
162,125
126,589
1,779

0
60,468

Total Operating Expense

NET OPERATING INCOME

$963,093

$313,591

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

REVENUE REQUIREMENT

Normally, the Commission will determine a fair rate of return

on the Company's rate base in order to compute the revenue

requirement. However I in this case, the Company has requested
18

19

20

21

22

23

revenue levels to support and develop financial indicators that will

permit the attraction of capital . required to fund necessary

improvements to its Apache Junction and Colorado River Divisions.

Staf f  a lso ut i l i zed a debt serv ice coverage in determining its

recommended revenue level . In particular, staff was concerned with

the debt which the Company must undertake to finance the additional

construction of CAP plant. We are not convinced that it is

24

25

26

27

28

necessary to deviate from the normal rate of return methodology to

establish the revenue requirement. The Company's approach would
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1 unfairly burden its ratepayers with all of the risks for financing

2 plant that may not be used and useful until sometime in the future.

3

4 Capital Structure

5 RUCO and the Company determined the actual capital structure

6 for each division. However, they differed significantly on the

7 amount of long-term debt to be included in the capital structure.

8 The major difference resulted from the Company including anticipated

9 debt in its capital structure for anticipated CWIP. RUCO eliminated

COST OF CAPI'rAL

As we previously

1 2 IDA revenue bonds.

The other issuance was

16 Company .

10 those amounts as not being known and measurable.

11 discussed, the Company had originally planned to issue two series of

The proceeds of one series was to go toward

13 capital improvements for the two divisions.

14 to go toward repayment of a $500,000 short-term line of credit with

15 Western Savings & Loan and to repay a $75,000 debt to Stewart Title

To date, the Company has not received approval from the

17 Arizona Department of Commerce for issuing the IDA bonds. In fact,

18 it is not clear whether the Company will ever receive such approval .

19 Based on the above, we concur with RUCO that the anticipated debt

In conjunction with

21 the removal of the anticipated debt, RUCO added back the $500,000

22 Western Savings Loan which was to be paid out of the proceeds of the

23 anticipated debt. We concur with RUCO's calculation of the

20 should be removed from the capital structure.

Company's current capital structure and find that it should be

utilized for ratemaking purposes. The approved capital structures

for the two divisions are shown below:

24

25

26

27

28
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Apache Junction
Division

Colorado River
Division

Dollars Dollars Percent

1

2

3
4 Long-Term Debt

5 Partnership Equity

Sl, 334,984

989,211

$2, 324, 195

Percent

57.44%

42.56%

s 838,042

383,189

$1,221,231

68.62%

31.38%

6

U _ -.
' Cost of Debt

Total

8

9 division.

Both RUCO and the Company determined a cost of debt for each

For the Apache Junction Division, RUCO and the Company

be 9.90 percent and 12.36 percent,1 0 determined the cost t o

11 respectively.

12 determined the

For the Colorado River Division, RUCO and the Company

percent percent,

The difference was partly due to the different

cost t o b e 8.52 and 9.60

13 respectively.

14 amounts of long-term debt contained

15 capital structures.

in the parties' recommended

The other major difference involved the

interest rate on what was referred to as the S.D. Stewart Note. Mr.1 6

1 7 Stewart i s the lender i n the note a s well a s a partner i n the

18 Company.

19 year. The rate

The note requires interest to Mr. Stewart at 9 percent per

also provides a provision that if interest or

20 principal payments are missed, then a 14 percent interest rate is to

21 become applicable.

22 determining its cost of debt.

23

That was the .rate the Company utilized in

The alleged default occurred as a

result of an agreement reached between Staff and the Company in the

Finding offinancing docket culminating with Decision No. 56704 .

Fact No. 13(B) of that Order read as follows:

13. As a balance of. these interests, the Staff and
Consolidated have agreed to the following conditions:

24

25

26

27

28
B. Consolidated will suspend principal payments of

$94,480 in 1990 and $94,480 in 1991 on the note owed
to Mr. Spencer Stewart. The principal repayment so
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suspended shall
respectively.

b e repaid in 1997 and 1998

agreed to the suspension. We concur with RUCO. Mr. Stewart did

as a result, it is not a default.

Based on Applicant's analysis, the cost of

equity for the Apache Junction and Colorado River Divisions was

19.11 percent and 20.02 percent, respectively. As a starting point,

Applicant utilized the discounted cash flow ("DCF") analysis on

seven comparable water utilities and arrived at a return on equity

RUCO used the same companies and reduced it by

.65 percent for a mathematical error in the Company's calculation of

of 13.79 percent.

RUCO made another reduction in the

1988 • RUCO eliminated the 1981 and 1982 periods because inflation

averaged years and thus skewed

As noted by RUCO, the more recent inflation

The Company did notrates have been in the 4 to 5 percent range.

dispute the correction of the mathematical error and as a result we

will approve that correction to the cost of equity. As to the

1

2
3 RUCO argued that since Mr. Stewart as a partner to the Company

4 agreed to the suspension of payments, as the noteholder he also

5
5 agree to the suspension and,

7 Hence, we find the appropriate cost of debt for the Apache Junction

8 and Colorado River Divisions to be 9.90 percent and 8.52 percent,

9 respectively.

10 Cost of Common Equity

11 Both Applicant and RUCO performed a cost of equity analysis for

12 each of the divisions.

13

14

15

16

17

18
19 the dividend growth rate.

20 dividend growth rate of 1.11 percent by using the time period 1983

21 through 1989 instead of the Company's time period of 1981 through

22
23 almost 12 percent for those the

24 dividend growth rate.

25

26

27

28
elimination of the high inflation periods of 1981 and 1982, we

concur with RUCO's adjustment as being more representative of the
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1 current period of time. Even RUCO's adjustment is very conservative

2 since uti l izing only the last two years would have resulted in a

3 further decrease in the growth rate of 1.2 percent. At any rate,

4 with the above two RUCO adjustments, we find the corrected cost of

5 equity for the comparable group of companies to be 12.03 percent.

6 . After determining the cost of equity of the seven comparable

7 companies, Applicant indicated it looked at all the business and

8 financial risks facing each division and arrived at a subjective

9 determination that there

10 companies.

are more r isks than the comparable

As a result, Applicant added 6.23 percent and 5.32

11 percent on to the cost of equity of the comparable companies i n

12 order to arrive at its subjective cost of equity of 18.26 percent

13 and 17.35 percent for the Colorado River and Apache Junction

14 Divisions, respectively; Most of` Applicant's subjective addition to

15 the cost of equity was to acknowledge a business risk that was

16 perceived because Applicant is subject to the Safe Drinking Water

17 Act as amended in 1986. RUCO rejected this subjective "adder"

18 because it was not known and measurable and because it applies to

19 all water companies nationwide. As a result, it would have already

20 been included in the comparable companies' return on equity. We

21 concur with RUCO, there is no basis for these "adders" other than

22 the subjective guess of Applicant. Furthermore, we concur that if

23 there is such an adder, it would have already been included in the

24 equity of the comparable group. Hence, we must conclude that the

25 cost of equity for this Company is 12.03 percent. RUCO attempted to

26 add on a subjective "adder" of .63 percent as a premium over the

27 current borrowing costs of the Company to compensate for business

28 and financial risks. We will reject the RUCO "adder" since it is•
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l also little more than a subjective guess. Although we will approve

2 12.03 percent as the appropriate cost of equity, we acknowledge that

i t  s t i l l  m ay  be  on  t h e  h i gh  e n d range because

4 interest rates have fal len since the hearing on this matter and are

5 now at thei r lowest level  in years.

5 o f a reasonable

Apache Junction Division
Cost of capital Summary

Dollars Percent Cost
Weighted

Cost

57.44% 5,6996

6

'7

8

9 Long-Tenn Debt

10 Partnership Equity

$1,334,984

989,211 42.56%

9.90%

12.6696 5.39%

11.07%

Colorado River Division
Cost of Capital Summary

Dollars Percent Cost
Weighted

Cost

$ 68.62% 8.52% 5.85%838,042

383,189 31.38% 12 • 66% 3.97%

9.8296

AUTHORIZED INCREASE

11 TOTAL

12

1 3 .

14

15 Long-Term Debt

16 Partnership Equity

17 TOTAL
18

19 with the adjustments adopted herein, the adjusted TY operating

20 income for the Apache Junct i on and Colorado R iver D iv i s i ons i s

21 $313,591 and ($623) , respectively. Further, the 11.07 percent cost

22 of capital for the Apache Junetion Division and 9.82 percent for the

23 Colorado River D i v i s i on  t r an s l a t e  i n t o  a 10.0 percent and 9.0

24 percent,

25 hereinabove.

26

27

28

respectively, rate of return on FVRB as authorized

Multiplying the 10.0 percent rate of return by the

FVRB for the Apache Junction Division produces required operating

income of $212,249. This is $101,342 less than the Apache Junction

Division TY adjusted operating income. Hence, the Apache Junction
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1 Division Will require a decrease in revenues of $101,342 or 7.9

2 percent. As to the Colorado River Division, multiplying the 9.0

3 percent rate of return by its FVRB produces required operating

This is $106,909 more than the Colorado River4 income of $106,286.

5 Division TY adjusted operating income. Hence, the Colorado River

RATE DESIGN

6 Division, will require an increase in revenues of $106,909 or 16.8

7 percent.

8

9 Having determined the revenue requirement in this case, the

10 next determination is how the rates should be designed to produce

11 the requested revenues. Factors to consider are cost of service and

12 rate continuity, as well as simplicity and stability of rates.

13 this particular case, with one exception, we are going to simply

14 adjust the current monthly maximum charges to reach the approved

15 revenue levels. We do not want to lower the commodity charge in

16 Apache Junction because it is in an AMA and we do not want to

17 increase the commodity rate in the Colorado River Division because

18 it is already very high. As to the exception, we will remove the

19 1,000 gallons included in the monthly minimum of the Colorado River

20 Division in order to minimize the effect on the monthly minimum

21 charges.

22 The Company proposed an optional contract rate for its Apache

23 Junction Division to become effective when CAP water is available.

24 Further, it would not be offered until approved by the Department of

25 Water Resources. In addition, the Company proposed implementing a

26 pumping power/cAp water adjustor for its Apache Junction Division.

27 Lastly, the Company proposed a water conservation surcharge for the

28 Apache Junction Division to recover any penalty costs that may be

I n
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1 imposed on them for excess water usage.

2 opt ional rate, CAP adjustor, and conservation surcharge as being

5 unnecessary and premature at this time. We concur wi th staf f  and

It  is  unclear when CAP water wil l  be avai lable for use in the

Staff and RUCO opposed the

As to the penal ty costs, Appl i cant has

4 RUCO.

5 Apache Junction Division.

6 not shown it has ever paid any penalty.

7 * * ** * * * * * *

Hav ing cons idered the ent i re  record here in  and be ing fu l l y

advised in the premises, the Commission finds, concludes, and orders

FINDINGS OF FACT

8

9

10 that:

11

12

13 business

1 .

14 port ions

15

Applicant is an Arizona l imited partnership engaged in the

of p rov i d i ng  wa te r  u t i l i t y service to the publ i c i n

of P i na l and La Paz Counties, Arizona, pursuant to

authority granted by the Commission.

16 2. On Apr i l 30, 1990 and as amended on August 10, 1990,

1'7 Appl icant fi led an appl ication with the Commission for a permanent

increase in water rates for i ts Apache Junction and Colorado River

Divisions .

3.

18

19

20

21

22

23

Our September 28, 1990 Procedural Order set th i s matter

for hearing commencing on January 17, 1991.

staff and RUCO filed a Motion to Continuance which was

subsequently granted and the hearing was rescheduled to commence on

February 14, 1991.

4.

5. During the TY ended on December 31, 1989, the Apache

24

25

26

27

28

Junction Division averaged 1,943 customers and the Colorado River

Div i s ion averaged 1,659 customers.
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6 .

Applicant.

CUC is a utility management corporation wholly-owned by

CUC provides administrative and field labor and other

overhead services to Applicant for a monthly charge based on a per

7.

customer amount ¢

8. The Apache Junction Division is located in the Phoenix

AMA.

9. On September 29, 1989, the Commission issued Decision No.

56704 authority Applicant to issue two series of Pinal County IDA

revenue bonds, each series to carry a term of  15 years.

At the time of hearing, the Company had not rece ived

approval from the Arizona Department of Commerce for issuing of the

IDA bonds .

10.

11.

1

2

3

4

5

6

7

8

9

10

11

12

13 .

14 The proceeds of the proposed IDA bonds were to be utilized

15 i n the Apache Junct ion D iv i s i on to construct f a c i l i t i e s f o r

16 transportat ion of  water and a water treatment plant for CAP water.

1'7 12. Although Decision No. 56704 approves bonds with terms of

18 15 years, the Company indicated during this case that the terms were

19 now going to be 6 years.

20 13 .

21

22

There was no evidence to show that anticipated cwlp for

CAP facilities had in any way benefitted ratepayers.

Part of the proceeds of the proposed IDA bonds were to be14 •

facilities and other system improvements.

There was no evidence to show that anticipated CWIP for

23 util ized in the Colorado River Division to construct storage

24

25 15.

26

27

28

storage facilities and other system improvements in the Colorado

River Division had in any way benefitted ratepayers.
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16.

18.

22.

1 Applicant's adjusted test year operating income for the

2 Apache Junction Division is $313,591, based upon operating revenues

3 of $1,276,689 and operating expenses of $963,093.

4 17. Applicant's adjusted test year operating income for the

5 Colorado River Division is a negative $623, based upon operating

6 revenues of $637,137 and operating expenses of $637,760.

7 In the circumstances of these proceedings, a rate of

8 returnon FVRB of 10.0 percent for the Apache Junction Division and

9 9.0 percent for the Colorado liver Division is just and reasonable.

10 19. The OCRB, RCNRB, and FVRB for the Apache Junction Division

11 for the TY ended December 30, 1989, are determined to be $1,914,309,

12 $2,330,666 and $2,122,488, respectively.

13 to. The OCRB, RCNRB, and FVRB for the Colorado River Division

14 for the TY ended December 30, 1989, are determined to be $1,083,378,

15 $1,278,538 and $1,180,958, respectively.

16 21. Operating Income of $212,249 is necessary to yield a 10.0

17 percent rate of return on the Apache Junction Division's FVRB.

18 Operating Income of $106,286 is necessary to yield a 9.0

19 percent rate of return on the Colorado River Division's FVRB.

20 Applicant must decrease operating revenues by $101,342 in

21 its Apache Junction Division to produce operating income of

22 $212,249.

23 24.

23.

Applicant must increase operating revenues by $106,909 in

24 its Colorado River Division to produce operating income of $106,286.

25 CONCLUSIONS OF .

26 1. Applicant i s a publ ic service corporation within . the

27 meaning of Art i c le XV of the Ar izona Consti tution and A.R.S. §

as 40-201, et. seq.

LAW
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2. The Commission has jurisdiction of Applicant and the

subject matters of the applications.

3. Notice of these matters was given in accordance with the

law.

4. The rates and charges authorized hereinbelow for the

1

2

3

4

5

6 provision of water service are reasonable and should be adopted.

'7
ORDER

8

g

lg revised rate schedules setting forth the following rates and charges

for the provision of water service to its Apache Junction Division:

Ltd.I

IT IS THEREFORE ORDERED that Consolidated Water Utilities,

is hereby directed to file on or before December 31, 1991,

11

12 MINIMUM MONTHLY CHARGES:

13 5/8" x 3/4" Meter
3/4" Meter

Lu Meter
1 1/2" Meter

2" Meter
3" Meter
EU Meter
6" Meter

$ 6.17
$ 17.67
$ 22.17
$ 50.00
$105.00
$145.00
$195.00
$345.00

14

15

16

1'7 Excess of Minimum - Per 1,000 Gallons

18 Fire Sprinkler Service

$3.88

$20.00

$250
$275
$300
$500
$625
$975

$1,675

19
SERVICE LINE AND METER INSTALLATION CHARGES:

20 5/8" x 3/4" Meter
3/4" Meter

1" Meter
1 1/2" Meter

2" Meter
3" Meter - Turbo

23 3" Meter - Compound
4" Meter - Turbo with on-site

Fire Hydrant Facilities
4" Meter - Compound with on-site

Fire Hydrant Facilities
4" Meter - Compound without on-site

Fire Hydrant Facilities
6" Meter - Compound without on-site

Fire Hydrant Facilities
6" Meter - Turbo with on-site

Fire Hydrant Facilities
6" Meter - Compound with on-site

Fire Hydrant Facilities

24

25

26

27

28

$1,650

$2,700

$2,700

$4,825

$3,825

$4,825

-SQ_ DECISION no.
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(After Hours)
$25.00
$25.00
$25.00
o.oo

$25.004

5

6

7

8

$25.00
*
*

**
$15.00
1.50%

***
$15.00

Cost

the minimum
Per A.A.C. R14-2-403.B.
Months off system times
(R14-2-403.D).
1.50 percent of unpaid balance.

is hereby directed to file on or before December 31,

5/8" x 3/4" Meter
3/4" Meter

1" Meter
1 1/2" Meter

2" Meter
3" Meter
4" Meter
6" Meter

$ 16.19
s 21.44
$ 23.44
s 33.44
s 76.00
$100.00
$125.00
$175.00

1 SERVICE CHARGES:

2 Establishment
Establishment

3 Reconnection (Delinquent)
Reconnection (After Hours)
5/8" x 3/4" Meter Test (If Correct)
Other Than 5/8" x 3/4" Meter Test

(If Correct)
Deposit
Deposit Interest
Re-Establishment (Within 12 Months)
NSF Check
Deferred Payment (per month)
Late Payment Charge
Meter Re-Read (If Correct)

9 Moving Meter (Customer Request)

10 *
**

11

12
13 IT IS FURTHER ORDERED that Consolidated Water Utilities,

14 Ltd. , 1991,

15 revised rate schedules setting forth the following rates and charges

16 for the provision of water service to its Colorado River Division:

17 MINIMUM MONTHLY CHARGES:

18

19

20

21

22 Excess of Minimum - Per 1,000 Gallons

23 Fire Sprinkler Service

24

25

26

27

28

$3.93

$20.00
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1

2

3

4

5

6

'7

8

9

$250
$275
$300
$500
$625
$975

$1,675

SERVICE LINE AND METER INSTALLATION CHARGES:
5/8" x 3/4" Meter ;

3/4" Meter
1" Meter

1 1/2" Meter
2" Meter
3" Meter - Turbo
3" Meter - Compound
4" Meter - Turbo with on-site

Fire Hydrant Facilities
4" Meter - Compound with on-site

Fire Hydrant Facilities
4" Meter - compound without on-site

Fire Hydrant Facilities
6" Meter - Compound without on-site

Fire Hydrant Facilities
6" Meter - Turbo with on-site

Fire Hydrant Facilities
6" Meter -. Compound with on-site

Fire Hydrant Facilities

$1,650

$2,700

$2,700

$4,825

$3,825

$4,825

$25.00
$25.00
$25.00
0.00

$25.00

Establishment
Establishment (After Hours)
Reconnection (Delinquent)
Reconnection (After Hours)
5/8" x 3/4" Meter Test (If Correct)
Other Than 5/8" x 3/4" Meter Test

(If Correct)
Deposit
Deposit Interest
Re-Establishment (Within 12 Months)
NSF Check
Deferred Payment (per month)
Late Payment Charge
Meter Re-Read (If Correct)
Moving Meter (Customer Request)

$25 . of
*
*

* *

$15.00
1.50%

***
$15.00

Cost

10

11
SERVI CE 'CHARGES:

1 2

13

14

15

16

17

18

19

20
*

21 ** the minimum

22

Per A.A.c. R14-2-403.B.
Months off system times
(R14-2-403.D).
1.50 percent of unpaid balance.

23 IT IS FURTHER ORDERED that said rates and charges will be

24 effective for all service provided on and after January 1, 1992.

25 IT IS FURTHER ORDERED that Consolidated Water Utilities, Ltd. ,

customers of the increased rates authorized26 shall notify its

27 hereinabove by means of an insert in each customer's next regularly

be scheduled billing.
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5 schedule for the collection

COMMISSIONER COMMISSIONER

I N WITNESS WHEREOF, I , JAMES MATTHEWS, Executive
Secretary of the Arizona Corporation Commission, have
hereunto set mY hand and caused the off icial  seal  of
the Commission to be af f i xed at the Capi tol ,  in the
ci ty of Phoenix, this day of , 1991.

1 IT IS FURTHER ORDERED that Consolidated Water Utilities, Ltd. ,

2 Apache Junction Division and Colorado River Division shall file a

of any proportionate share of any

4 privilege, sales, or use tax pursuant to A.A.C. R14-2-409(D) (5) .

5 IT IS FURTHER ORDERED that this Decision shall become effective

6 immediately.

7 BY ORDER OF THE ARIZONA CORPORATION COMMISSION.

8

9
10 CHAIRMAN

11

12

13

14

15

16

17

18
19 DISSENT

20 JLR:dmr

21

22

23

24

25

26

27

28

JAMES MATTHEWS
EXECUTIVE SECRETARY

a
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DOCKET NOS • :

CONSOLIDATED WATER UTILITIES, LTD.

E-1009-90-115 AND E-1009-90-116

1

2

3

4

5

6

'7

Richard L. Sallquist
ELLIS, BAKER & PORTER I
p.o. Box 16450
Phoenix, Arizona

p.C.

85011

Roger A. Schwartz, Chief Counsel
RESIDENTIAL UTILITY CONSUMER OFFICE
1501 West Washington, Suite 227
Phoenix, Arizona.85007

William A. Carne
Cadora Apartments
629 East 10th Avenue, #4
Apache Junction, Arizona 85219

Paul A. Bullis, Chief Counsel
Legal Division
ARIZONA CORPORATION COMMISSION
1200 West Washington Street
Phoenix, Arizona 85007

8

9

10

11

12

13

14

15

.16

17

Gary Yaquinto, Director
Utilities Division
ARIZONA CORPORATION COMMISSION
1200 West Washington Street
Phoenix, Arizona 85007

20

21

22

23

26

27

28

24

25

18

19
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HEMI o. JENNINGS
CHAIRMAN

NARCIA WEEKS
coumasnousa

ALE H. MORGAN
ouuvssnonen

JAMES MATTHEWS
EXECUTIVE SECRETARY

ARIZONA CORPORATION COMMISSION

DATE :

DOCKET NO :

June 49 1992

U-1461-91-254

TO ALL PARTIES :

who presided at the above
hearing. The recommendation has been filed in the form of an
Opinion and Order on: *

Enclosed please find the recommendation of Hearing Officer
Jerry L. Rudibaugh

TRICO ELECTRIC COOPERATIVE, INC. (rates)

P u r s u a n t  t o  A . A . C .  R 1 4 - 3 - 1 1 0 . B ,  y o u  m a y  f i l e  e x c e p t i o n s  t o
t h e  r e c o m m e n d a t i o n  o f  t h e  H e a r i n g  O f f i c e r  w i t h i n  t e n  ( 1 0 )  d a y s  o f
t h e  a b o v e  d a t e . P l e a s e  f i l e  t h e  o r i g i n a l  a n d  t e n  c o p i e s  o f  t h e
s a m e  t o  m e  a t  t h e  a d d r e s s  l i s t e d  b e l o w .

The enclosed is NOT an order of the Commission, but merely a
recommendation of the Hearing Officer to the Commissioners.

M,q»,**,
m e s  M a t t h u s

EXECUTIVE SECRETARY

JM:dmr
Enc .
c c : ALL PARTIES

1

1aoo WEST wAsHlna1m. OENIX. AmzouA :sow I 182 wssv coneness anan. TUCSON. An|zonA 15701



BEFORE THE ARIZONA CORPORATION COMMISSION

RENZ D I JENNINGS
CHAIRMAN

MARCIA WEEKS
COMMISSIONER

DALE H I MORGAN
COMMI SS IONER

1

2

3

4

5

6

7

8

DOCKET NO. U-1461-91-254

DECISION no.
9

IN THE MATTER OF THE APPLICATION OF )
TRICO ELECTRIC COOPERATIVE, INC. I AN)
ARIZONA NONPROFIT CORPORATION, FOR A)
DETERMINATION OF THE FAIR VALUE OF )
THE CORPORATION'S ELECTRIC SYSTEM )
FOR RATEMAKING PURPOSES, FOR A )
FINDING OF JUST AND REASONABLE RATE )
OF RETURN THEREON, AND FOR APPROVAL )
OF RATE SCHEDULES DESIGNED TO )
DEVELOP SUCH RETURN. )

) OPINION AND ORDER

February 18, and 24, 1992

Tucson, Arizona

Jerry L. Rudibaugh

DATES OF HEARING:

PLACE OF HEARING:

PRESIDING OFFICER!

APPEARANCES : Mr. Russell
DONAHUE, P.C.,

E. Jones, MOLLOY, JONES
on behalf of Applicant;

&

Mr. Roger Schwartz, Chief Counsel, of behalf
of the Residential Utility Consumer Office;
and

Mr. Stephen J. Burg, Staff Attorney, Legal
Division, on behalf of the Arizona
Corporation Commission.

10

11

12

13

14

15

16

17

18

19

20 BY THE

21

COMMISSION:

On July 16, 1991, the Trico Electric Cooperative, Inc.,

("Applicant" or "Company") filed an application with the .Arizona

Corporation Commission ("Commission") requesting a hearing to deter-

mine the "fair value" of its property for ratemaking purposes, to fix

a just and reasonable rate of return 'thereon, and thereafter' to

approve rate schedules designed to produce said return.

22

23

24

25

26

27

28

1
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1 The Arizona Residential Consumer Office

2

Utility (IIRUCOII )

requested and was granted permission to intervene on September 17 ,

3 1991.

4 P u r s u a n t  t o  t h e  C o m m i s s i o n ' s  O c t o b e r  7 ,  1 9 9 1  P r o c e d u r a l  O r d e r ,

5 this matter came to hearing on February 18, 1992. RUCO, Applicant and

6

7

8

9

the Commission's Utilities Division Staff ("Staff") appeared through

counsel. Evidence was presented concerning the application, and after

a full public hearing, this matter was adjourned pending submission of

a Recommended Opinion and Order by the Presiding Officer to the

10 Commission .

11 INTRODUCTION

12

13

14

Applicant is an Arizona electric distribution cooperative which

provides electric service to customers located to the north, west, and

south of Tucson, Arizona which includes parts of rural Pima, Pinal and

15 Santa Cruz Counties. The Company is a Class A member of the Arizona

16

17

18

19

20

21

22

23

Electric Power Cooperative, Inc. ("AEPCO") and pursuant to a wholesale

power contract, Applicant purchases all of its electricity from .AEPCO.

During the test year ("TY") ended December 31, 1990, the Company had

approximately 13,800 customers. T h e  C o m p a n y  i s  a d d i n g  c u s t o m e r s  a t

t h e  r a t e  o f  7 0 0  p e r  y e a r  a n d  r a n k s  i n  t h e  t o p  f i v e  p e r c e n t  f a s t e s t

g r o w i n g rural electrics in the country.

T h i s  i s  t h e  C o m p a n y ' s  s e c o n d  r a t e  c a s e  s i n c e  b e i n g  g r a n t e d  i t s

c e r t i f i c a t e  o f  c o n v e n i e n c e  a n d  n e c e s s i t y  ( " C C & N " ) i n  F e b r u a r y  1 9 5 6

A p p l i c a n t  h a s  r e q u e s t e d  a n  i n c r e a s e  o f24

25 Staff r e c o m m e n d e d a n increase of

26

27

( S e e  D e c i s i o n  N o . 29470).

$1,622,233 o r 8.04 p e r c e n t .

$ 1 , 2 9 5 , 8 0 0  o r  6 . 4 3  p e r c e n t , w h i l e  R U C O  r e c o m m e n d e d  a n  i n c r e a s e  o f

$920,337 or 4.56 percent.

28
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1

2

3

4

5

6

7

8

9

10

11

12

13

RATE BASE

The Company proposed an original cost rate base ("OCRB") of

$31,754,013. The Company did not file a reconstruction cost new rate

base and as a result, the OCRB is the same as the fair value rate base

("FVRB") for purposes of this case.

, Staff generally concurred with the Company's FVRB , with two

exceptions. Staff reduced construction work in progress ("CWIP") by

$3,913,552 and increased plant-in-service by $3,462,186 to reflect the

CWIP accounts which had actually been closed to plant-in-service by

the end of the TY. At the same time, Staff increased accumulated

depreciation by $63,985 to match the change in depreciation expense

resulting from the increase to plant-in-service. At the hearing, the

Company indicated that all of the CWIP had now been placed in service

14 and, hence, should be included in rate base. Since all of the CWIP is

15

16

being used to provide service to customers as of the time of the

hearing, we concur with the Company that it should all be included in

rate base.17

18

19 future-use•

RUCO reduced the Company's FVRB by $7,345 for p1ant-held-for-

According to RUCO, this is land being held for a future

20 substation site . Since it is plant currently not used and useful,

21

22

23 W e

24

25

26

27

28

RUCO indicated that ratepayers should not be required to provide a

return on the plant at this time. Although the company disagreed with

the RUCO adjustment, it provided no basis for its disagreement.

concur with RUCO. The land is currently providing no benefits to

ratepayers and may never become used and useful.

staff also increased working capital by $673,107. The major part

of the working capital adjustment occurred because the Company failed

to include any amount. of purchased power expense in working capital.

3 DECISION no.
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1 As a result, Staff recommended an increase in working capital of

Staff reduced that amount by2

3

$680,735 for purchased power expense.

$7,628 based on its recommendation to reduce the Company's operating

RUCO made a similar adjustment of $15,0324 and maintenance expense.

5

6

7

8

9

10

11 performed .

12 We also concur with an

13

14

based on its recommended reduction to the Company's operating and

maintenance expense. Although Staff utilized the formula approach in

this case, it recommended that the Company conduct a lead/lag study in

its next rate case. Staff was of the opinion that the costs would not

be substantial. If the Company could demonstrate that.the costs would

outweigh the benefits, Staff recommended that a lead/lag study not be

We concur with Staff and RUCO's inclusion of purchased

power expense as part of the working capital.

adjustment to working capital based on the approved operating and

maintenance expense contained herein. Lastly, we concur with the

15 requirement for a lead/lag study if it can be performed at a

16 reasonable cost.

17 FAIR VALUE RATE BASE SUMMARY

18

19

Applicant's
Proposed Adjusted

Rate Base

Commission
Approved

Adjustments
Adjustment

Amount

20 $31,754,013 Accumulated Depreciation
Plant-held-for-future-use
Working Capital

$
$
s

(72,327)
(7,345)
660161821

22 Commission Adjusted
Rate Base $32,334,959

23

24 OPERATING INCOME

25

26

Operating Revenue

Applicant had actual revenues during the TY of $23,593,803. The

27 The downward

28

Company adjusted that amount downward by $4, 314,222 .

adjustment was primarily the result of two recent changes. Since

4 DECISION no.
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1

2

3

4

5

6

7

8

9 Staff con-

10

11

12

13

14

1986, Applicant has been receiving $9,732 per month from its share of

a settlement agreement between AEPCO and Anan ax Mining Company

("Anan ax") . Those revenues ended May 31, 1991. Accordingly, the

Company made a proforma adjustment of $1,172,784 to its TY revenues.

The Company also made a $2,968,261 reduction in TY revenues to reflect

a recently negotiated discount to the rates of Cyprus Sierrita

Corporation ("Cyprus") . After it was determined that Cyprus had a

viable alternative source of power, the Commission approved the dis-

counted rate in Decision No. 57342, dated May 1, 1991.

curred with the Company's adjustment to reflect the discounted rate.

However, Staff reduced the Company's proposed adjustment of $2,963,261

downward by $879,509 to $2,088,752. Staff's adjustment resulted from

utilizing actual energy bills subsequent to the effective date of the

discounted rate. The Company's adjustment was not based on actual use

15 but based on projected usage . RUCO indicated that in al l months since

16 May 1991, t o t a l sales to Cyprus substant ia l l y  exceeded the sales

17

18

19

20

21

22

levels projected by Appl icant. For that reason, RUCO recommended that

the entire $2,968,261 proforma adjustment be rejected. At the time of

i t s appl i cat ion, the Company expected Cyprus to complete the de-

watering of Cyprus' mine p i t i n 1991 which would then resu l t i n

reduced power usage by Cyprus. The projected reduction did not occur

as expected and on January 17, 1992, the Company had another meeting

23 At that time, Cyprus was unable to provide an estimate

24 We concur with Staff's adjustments

25

with Cyprus.

on completion of the De-watering.

based on actual  usage by Cyprus subsequent to the effective date of

The sales l evel s projected by Appl i cant are26 i ts di scounted rates.

27 simply not known and measurable at this time.

28
•

•
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1

z

3

4

5

6

The Company made an $86,575 proforma adjustment t o remove

revenues for the lease during the TY of a mobile substation by the

Bureau of Indian Affairs ("BIA") and on another occasion by AEPCO.

According to the Company, the leases were one-time only arrangements .

Staff contacted representatives of the BIA and AEPCO in order to

determine if the leasing of the mobile substation was a one-time

7 event. Based on those conversations, Staff  concluded that the BIA

lease was a one-t ime event whi le AEPCO was planning to lease the8

9 substation again in the near future. For that reason, Staff  reduced

10 The Company did not

concur with S ta f f ' s11

12

the Company's proforma adjustment by $5,575.

oppose th i s adjustment. Consequently, we

adjustment.

13

14

15

16

Since the Company made a number of post TY expense adjustments,

RUCO indicated that revenue levels should also be updated to maintain

proper data synchronization. For that reason, RUCO increased the

Company's TY revenues by $478,826 to reflect the number of residential

17 customers as of October 31, 1991. The Company disagreed with RUCO's

18 posi t ion for several  reasons. According to the Company, the annual-

19 ization of residential  class revenues and no other class as of October

20 31, 1991, distorts the historical TY. Further, RUCO only adjusted

21

22

certain expenses and did not adjust expenses for depreciation interest

on long-term debt and property taxes. We concur with the Company that

the annualization of revenues and expenses of only one class wil l23

24 d i s tor t the TY. Accordingly, we wil l reject RUCO's proposed

25 adjustment.

26

27 Based

28

The Company requested certain amendments to the charges it makes

for special, non-electric services provided to its customers.

on TY activity levels, the revenue affect of these charges would be
0

•
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1 $107, 962 .

2

3

According to RUCO, the Company should have made a proforma

adjustment to TY revenues in the amount of $107,962 to ref lect the

A portion of those revenues, $13,440, were assoc-

4

proposed changes.

lated with requested approval of a $10 charge to cover the Company's

5

6

7

8

a l l eged  c o s t  o f  c o l l e c t ing  de l i nquen t  b i l l s . RUCO recommended that

the $10 col lection charge be denied because the Company is  already

charging a late payment charge and an insufficient fund check charge.

RUCO indicated that those charges should provide suffic ient margin to

9 cover* any additional collection costs

10

11

incurred by the Company.

Lastly, Applicant eliminated $8,495 for TY revenues applicable to

"membership fees" paid by new customers. RUCO recommended reversal of

12

13

14

15

16

17

18

19

the Company adjustment since these fees will continue to be collected.

According to the Company, the increase in special charges should not

be included as it was not received during the TY and has not yet been

approved. The Company disputed RUCO's inclusion of membership fees in

operating revenues as these are a capital contribution by members. As

to the $10 collection cost, the Company indicated that there are times

when it will send personnel to a delinquent customer's house in order

to disconnect the meter only to have the customer pay the delinquency

20 at that time . It is for these types of visits that the company is

21

22

requesting the $10 collection fee since such costs are not covered by

other charges.

23

24

25

26

27

28

We do not concur with RUCO's proposed adjustment to revenues in

the amount of $107,962. We agree with the Company that the membership

fees are not part of the Commission's approved rates and should not be

included as part of the Company's operating revenues. Although we

concur that the $10 collection fee is appropriate under the situation

outlined by the Company, we do not find that any of the increased
•
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1

2

charges should be included in TY revenues. However, the charges

approved by the Commission should be reflected in determining the

increase in electric rates.3

4

5

6

In conjunction with its revenue adjustment for sales to Cyprus,

Staff increased the Company's purchased power expense by $718,500. As

we accepted Staff's revenue adjustment, to be consistent, the corres-

7 Hence, we

8

9

10

11

12

13

14

ponding adjustment should be made to purchased power.

concur with Staff's adjustment.

Since July 1987, there has been a pension cost contribution

moratorium such that the Company was not required to pay a premium in

any of the years of 1988, 1989 or 1990. A recent newsletter article

published by the National Rural Electric Cooperative Association

("NRECA") indicated that the pension cost moratorium could end in 1991

and create the need for contributions in 1992. For that reason, the

15

16

Company included a $120, too proforma increase in TY expenses for

pension expenses •

article and was informed that there was

staff contacted NRECA regarding the newsletter

17 no way to predict the

As a result,18 moratorium outcome until audits were performed in 1992 .

19 both staff and RUCO considered such expenses

20

as speculative and

recommended that the proforma adjustment be eliminated. We concur

21 with RUCO and staff.

22

It is simply unclear at this time when the

moratorium might end, hence, any inclusion of such expenses would be

23 speculative.

24

25

There were several expense items during the TY which, according

to RUCO, were one-time occurrences. For that reason, RUCO recommended

26 those expenses be eliminated as follows:

27

28

$60,605 associated with the

purchase and installation of "fault finders" to help the Company

better identify and isolate underground cable failures; $1,385

•
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1

2

3

4

5

6

7

8

incurred to provide a tour for certain Company directors and AEPCO

employees; $5,833 of supplemental dues for membership in the Grand

Canyon State Electric Cooperative Association; $3,043 incurred to

remodel restroom facilities; $14,544 for lease payments on an IBM

computer which was subsequently purchased after the end of the TY; and

$14,500 associated with the Company's conversion from its IBM System

36 computer to its new VAX system. According to the Company, the TY

non-recurring expenses will be replaced by other non-recurring items

9 In reply, RUCO indicated that future expense levels

are not known and measurable.

in future years.

10 We concur with RUCO. Since the Company

did not dispute that these were non-recurring expenses, we find that11

12

13

14 Based on

15

16

17 As a

18

19

20

21

these expenses should be eliminated from the adjusted TY expenses.

The Company estimated its property taxes by using the full cash

value amount as given by the Arizona Department of Revenue.

that estimate, the Company made an $86,407 proforma increase to TY

property taxes. Staff and RUCO determined that the Company's actual

1991 property taxes were $77,510 higher than the TY amount.

result, Staff and RUCO recommended that the proforma adjustment of the

Company to property tax expense be reduced by $8,898 to reflect the

actual 1991 level. The Company concurred with this adjustment and

accordingly, we will approve the same.

22

23

Since interest income for 1991 was reduced from TY levels, RUCO

$23,189.the Company ' s interest income downward by

24

25

adjusted

Similarly, RUCO recommended a reduction in TY interest expenses by

$58,859 to reflect the reduction in interest rates since the end of

the TY.26 The Company has two National Rural Utilities Cooperative

27 Finance Corporation ("CFC") variable interest rate notes totaling

28 $994,043. The interest rate on those notes was reduced from 9.5 per-

•
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1 In addi-

2

3

4

5

6

7

8

9

10

cent during the TY to 6.125 percent as of December 1, 1991.

son, the Company had estimated a 1991 loan draw from CFC would be at

an interest rate of 10 percent when the actual rate was 9.25 percent

on a draw of $1,154,000 and the Company received a rate of 9.75 per-

cent on the remaining draw of $1,104,750. The aforementioned interest

rate changes accounted for $47,623 of RUCO's adjustments and the

remaining $11,236 adjustment was the result of either a calculation

error and/or a possible rounding problem. In response, the Company

indicated that since interest rates fluctuate quite' frequently the

Company believed it was inappropriate to use 1991 interest rates in

11 connection with a 1990 TY. We concur with RUCO. There have been

12

13

14

15

numerous adjustments made by the Company for known and measurable

changes which occurred outside the TY. Interest rates have dropped

dramatically since the end of the TY in this case and are also a known

and measurable change.

16 Operating Income Summary

17 $20,164,665
$18,332,703

18

1.9

20

$ 718,500
$ (120,000)
$ (8,898)
S (991910l
$18,822,395
s 1,342,27021

Operating Revenues
Operating Expenses (Per Company)
Commission Approved Adjustments

Purchased Power Expenses
Pension Cost Expenses
Property Tax Expenses
Non-recurring Expenses

Total Operating Expenses
Net Operating Income

22 FINANCIAL RATIOS

23 financial lenders, the Rural

24

25

26 The

27

28

The major cooperative

Electrification Administration ("REA") and the CFC require borrowers

to maintain a net times interest earned ratio ("TIER") and a net debt

service coverage ratio ("DSC") of 1.5 and 1.25, respectively.

Company requested rates which, based its adjusted revenues and ex-

penses, would produce a TIER of 2.02. In conjunction with its TIER

10 DECISION no.
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1 level, the Company's requested increase was driven by a goal of

The Company indicated that the2 achieving a 35 percent equity ratio.

CFC has recommended that all cooperatives take steps to obtain a3

4

5

minimum equity ratio of 40 percent. According to the Company, the CFC

is attempting to strengthen i t s position in obtaining f adorable

6

7

8

9

10

private market financing.

Both RUCO and Staff recommended that revenues be increased to

provide a TIER level of 2.00. Although there were differences of

opinion as to revenue and expenses levels, the parties were al l i n

general agreement that revenues should be set to achieve a TIER of

11 approximately 2.00.

es tab l i shed  to  p r ov ide  a  T IER  o f  2 . 00 .

Accordingly, we concur t h a t  r a t e s shou ld  be

12

13

14

AUTHORIZED INCREASE

Based on our determination that the "other income" amount i s

15 $419,467 and that the adjusted interest expense is $1,431,550, the

16

17

18

required operating income level to support a TIER of 2 . OO would be

§2,443.633. with the adjustments adopted herein, the adjusted TY

This is $1,101,363

Hence, the

operating income is $1,342,270 or a TIER OF 1.23.

19 less than the required operating income of $2,433,633.

20 Company's revenues need to be increased by $1,101,363 or 5.5 percent.

21 RATE DESIGN

22

23 Most cf

24

25

The Company performed a cost of service ("COS") study to allocate

its proposed revenue increase to various customer classes.

the major classes were allocated an increase slightly higher than the

Company's proposed overall increase of 8.04 percent. The Residential ,

Small Commercial, Commercial and Large Industrial classes were alloca-26

27 Ted increases of 10.16 percent, 10.78 percent, 11.00 percent, and 9.83

One of the main reasons these classes had28 percent, r e s p ec t i v e l y .

11 DECISION no.
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1

2 For the

3

4

5

6

7

higher increases than the overall average increase was due to the fact

that the Company's largest user, Cyprus, had no increase.

same classes of Residential, Small Commercial, Commercial, and Large

Industrial, the return on rate base after the proposed increase would

be 7.29 percent, 6.29 percent, 5.64 percent, and 8.40 percent. Hence,

it would appear that, based on the Company's COS study any increase

granted should be allocated approximately equally to the major

classes.8

9 Both staff and RUCO were critical of the Company's COS study in

Accord i ng to Sta f f , App l i can t 's  l oad10 i t s  a l l oca t i on  o f  revenue .

11

12

research program does not have enough historical  data to justi fy i ts

use in the COS study. RUCO indicated that the COS study developed by

13 the Company was based upon load data prepared by the REA. RUCO was

14 cri t i cal  of  the use of the data because i t  was over 37 years old and

the data was col lected from a variety of rural  areas throughout the15

16 Both RUCO and Staff recommended that the Company modify its

17

country.

COS study i n subsequent rate cases and u t i l i z e load data more

18

19

20

21

reflective of its system.

Because of the aforementioned criticisms of the Company's COS

study, Staff did not utilize the study in its allocation of revenue.

As a result, Staff generally recommended that all classes receive an

22 identical  8.56 percent increase. Staff recommended that Cyprus, the

23

24

25

26

27

Sale for Resale/wheeling class, and the Cooperative Own Services class

receive no increase. Although RUCO cri ticized the Company's COS

study, i t  st i l l  ut i l i zed the study after making some modi f i cat ions of

its own. RUCO's proposed allocation to the major classes would result

i n  a s ign i f i cant l y  l arger port i on of  the increase being a l l ocated to

the Small Commercial and Commercial classes.28 *

0
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1

2

3

4

We concur with RUCO and Staff that the 37-year old REA study does

not provide rel iable data from which to judge the Company's service

character i st i cs . RUCO modifications to the COS study do not change

the underlying unreliable data problem. Hence, under the circum-

5

6

7

stances, we find that Staff's approach of generally allocating the

revenue increase on a proportionately equal basis to all the classes

reasonable We concur with thealso

8

9

i s the most approach.

recommendation of staff and RUCO and will order the Company to provide

updated and more reliable load data at a reasonable cost for its next

rate case.10

11

12

The Company proposed to place a large portion of any increase in

the basic monthly service charge.

13

14 Absent some substantial and compel-

15

For example, the Company proposed

increasing the monthly minimum for residential customers by 17.6

percent (from $8.50 to $10.00).

ling evidence, Staff opposed having the basic monthly service charge

Since the16

17

increased proportionately more than the commodity rate.

Company failed to present such evidence, staff recommended that any

18

19

20

21

22

23

24

increase be allocated equally to the monthly minimum and commodity

charges. RUCO also indicated that the Company's proposed residential

monthly minimum did not include any kilowatt hours ("KWH") while the

current rates do include 25 KWH. Hence, the actual increase under the

Company's proposal for a residential customer with usage of 25 KWH is

over 43 percent. RUCO concurred with the Company's elimination of the

25 KWH from the monthly minimum but recommended that the monthly

minimum then be reduced to $6.25. Under RUCO's proposal, any increase25

26

27

in revenues would be placed completely on the energy charge.

We concur with the concerns raised by Staff and RUCO. At the

28 same time, we concur with the Company's recommendation to eliminate

13 DECISION no.
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1

2

3

4

5

6

7

8

the 25 KWH usage from the monthly minimum charge. To then raise the

monthly minimum charge as requested by the Company would simply place

an unfair proportion of any increase on very small users. Although we

concur with RUCO that a decrease in the monthly minimum is appropriate

when the "free" energy is eliminated, we are also concerned with reve-

nue stability of the Company. In  an  e f fo r t  to  ba lance  a l l  the  in ter -

ests , w e  w i l l approve an $8.950 per month monthly minimum with no

energy usage for residential customers. The remaining portion of the

increase for the res iden t ia l c lass w i l l be placed on the energyg

10 charge.

11 For the remaining customer classifications, we concur with

12 Staff's format set forth on Schedule 5 of Staff Exhibit No. 1. Based

13 on our approved increase of $1,101,363, the majority of the class-

14 ifications will receive a 7.20 percent increase. with the exception

15

16

17

of the residential class discussed above, we will approve an equal

percentage increase on the basic monthly service charge and commodity

charge. in eachA summary of the approved increases/decreases

18 customer class are as follows:

19 Adjusted
TY

Revenues

Approved
Increase
Amount

Percent
Chance20

Customer
Classification

21 $ 9,109,494 $ 7.2096

22 22,893

655,884

1,648 7.20%

23 5,802
81,726
32,416

418
5,884
2,334

7.2096
7.20%
7.209624

25 48,486 3,491 7.20%

26 44,362
528,542

3,194
38,055

7.20%
7.2096

27
823 59 7.2096

28

RS-1 Residential
RS-1 Residential Senior

Discount
ES-1 Residential - Exp.

Storage Water
IR-1 Irrigation
IS-1 Irrigation - TOU
IS-1 Small Commercial <10kVa

_ TOU
GS-1 Small Water Pumping

< 10kva
GS-1 Small Commerical <lokva
GS-1 Small Commercial Sen.

Discount
WP-1 Large Water Pumping

> 10kva 597,024 42,986 7.2096

•

•
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1
7.20%2,740,606 197, 324

2

3

200,161
73,262

14,412
5,275

7.20%
7.2096

4 520,322 37,463 7.2083

5 52,823
5,478,939

(52,823)
o

-100.0085
0.00%

6
7.20%
7.20%7

4,155
55,043

299
396

8 118,965 o 0.0096

9 63,210
385,611

0
0

0.00%
0.00%

10
100. 0096

GS-3 Commerical > 10kva
< 1,ooo ka

GS-2 Commerical Low Load
Factor

IS-1 Cotton Gins
GS-3 Large Industrial'

> 1,000 ka
IS-1 Large Cotton Gins

> 1,000 ka
. Cyprus Mining
GS-1 Public St. & Highway

Lights
oL-1 Security Lighting

Sale for Resale and
Wheeling

Rent from Electric
Property

Other Electric Revenues
Cooperative Own

Services 0

11
5.50%

12

144¢822

$20,164,665 $1,101,121

ENERGY EFFICIENCY PROGRAM
13

14

15

16

. Staff recommended that the Company work with AEPCO in the

development and implementation of energy efficiency programs consis-

tent with the Commission's resource planning decision, (Decision No.

Staff also recommended that the57589, dated October 29, 1991) .

17
associated with pre-approvedCompany recover the program costs

18
Those costs should beprojects soon after the expenditures are made.

19
In

20

21

22

23

recovered through the Company's wholesale power cost adjustor.

order to monitor the Company's  efforts , Staff recommended that the

Company submit quarter ly reports to Staff descr ib ing each program,

part ic ipat ion leve ls  in  each program, mon i to r ing  ac t iv i t ies , KW and

KWH savings by program, problems and proposed solutions, and a summary
24

We will approve Staff's recommendation as it was
25

of Program costs.

unopposed.
26

27

28
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1 OPTIONAL ENERGY STORAGE OFF-PEAK/
TIME-OF-USE TARIFF

2
The Company proposed a three-year experimental tariff to be made

3
available to 100 residential customers with electric vehicles or

4
The install timers

5

6

7

energy thermal storage. Company would or  l oad

control l ing devices to l imi t the charging of the electr i c  vehic le or

the operation of the thermal storage equipment to off-peak hours. The

on-peak periods would be 9:00 a.m. to 11:00 p.m., April 1 to October
8

31, from 6:00 a.m. to 12:00 Ia.m. and 5:00 p.m. to 11:00 p.m. I

9
November 1 to March 31.

10

11

12

13

14

15
lines :

16

17

Staff recommended that the Company's experimental energy storage

tariff be expanded into a time-of-use ("TOU") tariff. According to

Staff, a customer could utilize storage technology in conjunction with

a TOU tariff to maximize savings. Staff did not recommend specific

rates for a TOU tariff but did recommend the following general guide-

electricity consumed during off-peak hours would cost less

than electricity consumed during on-peak hours; the off-peak rate

should cover both short-run and long-run marginal costs; the tariff
18

should be limited to 100 customers for two years; and the on-peak
19

20

21

22

hours should be the same as proposed by the Company. After two years

of gathering data, Staff recommended that the Company file with the

Director of the Utilities Division any proposed changes which are

Staff also recommended a provision
23

24

supported by the data collected.

be included in the tariff to explicitly state that the program is not

available to customers who would switch from natural gas to electric
25

water heating. We concur with Staff's recommendations as set forth
26

above.
27

28
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1 IS-1

2

INTERRUPTIBLE sERvicE, SCHEDULE

The Company proposed an interruptible rate schedule which would

be available for customers normally on the following rate schedules:3

4 GS-3 ; IR-1 ; water pumping

A customer on5

general service, irrigation service,

service, WP-1; and time-of-day pumping service, TOD-P.

6

7

the interruptible schedule would have its service interrupted whenever

the Company anticipates the possibility of a maximum monthly peak

kilowatt demand.8

9 schedule can be

10

11 Because the general service sched-

12

Staff agreed that an interruptible rate

beneficial to a utility by allowing it to plan for less future genera-

ting capacity or purchased power.

ile is quite different than the irrigation and water pumping tariffs,

Staff recommended that the interruptible tariff be split to service13

14 the two distinct groups. In addition, Staff recommended that the

15

16

17

18

19

20

21

22

23

24

25

26

tariff be structured as follows: the penalty for general service

customers to override an interruption should be much higher than the

Company's proposed penalty of $15.25 per KW of demand; the tariff for

irrigation and water pumping customers should not include a demand

charge for interruption but should have an energy charge such that the

difference between the penalty rate and the regular service rate

should be equal to the difference between the regular service rate and

the rate when an interruption is not overridden; an alternative to

high penalty rates would be to impose a limitation on the number of

times that the customer can override an interruption such as twice in

18 months; and the fixed monthly charge on the interruptible tariffs

should be higher than the regular service tariffs by the amount of

additional costs.27

28

•

•
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1

2

3

We concur with Staff's recommendations. As to the choice of high

penalty rates or the al ternat ive of imposing a l im i tat i on on the

number of times the customer can override an interruption, we concur

wi th  the  l a t ter .4

5 PURCHASED POWER ADJUSTOR MECHANISM

6

7 According to Staff, the

8

The Company currently has a purchased power adjustor mechanism

("PPAM") which has become overcollected.

overcollection started in approximately January 1991 and by year end,

staff recommended that the Company's base9

10

had grown to $1,004,424.

purchased power rate for calendar year 1991 be reduced by 50 percent

of the overcollected amount, or $502,212. This would result in a base11

12

13

14

15

16

17

18

19

purchased power rate of $0.0574 and the overcollection would be re-

funded to ratepayers over a two-year period. The Company concurred

with the two-year refund period but requested the base rate be set at

$0.06269 since its rate study was based on that amount.

We concur with Staff's use of the most recent period to determine

the base rate. We do not concur with reducing the base purchased pow-

er rate by including a portion of the overcollected bank balance.

Absent other changes, this method will result in the purchased power

20 costs being undercollected after a two-year period. Hence, we will

21

22

23

24.

set the base rate at $0.0609 per KWH based on the actual costs for

calendar year 1991. As to the overcollected bank balance, we will

freeze the amount at $1,004,424 as of December 31, 1991. Further, we

will establish a negative $0.006919 per KWH purchased power adjustor

which should allow the frozen bank balance to be zeroed out in25

26

27 overcollect.

28

approximately one year which is commensurate with the time it took to

I t i s  ou r  c l ear intent to have this temporary charge

cease when the balance i s zeroed out and to di rect the Company to
•

•

4.
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1 discontinue it at that time. Any residual balance will become part of

The Commission does want to receive at2

3

4

5

the on-going bank balance.

least thirty days prior notification of the discontinuance of this

temporary negative purchased power adjustor.

* * * * ** * * * *

6 Having considered the entire record herein and being ful ly

7 advised in the premises, the Commission finds, concludes, and orders

8 that :

9 FINDINGS OF FACT

10 1 .

11

12

13

14 2 .

15

16

17

18

Applicant is a non-profit membership corporation engaged in

providing electric service for public purposes to approximately 13,800

customers within portions of Pima, Pinal and Santa Cruz Counties,

Arizona, pursuant to authority granted by this Commission.

On July 16, 1991, Applicant filed an application with the

Commission requesting a hearing to determine the "fair value" of its

property for ratemaking purposes, to fix a just and reasonable rate of

return thereon, and thereafter to approve rate schedules designed to

produce said return.

19 3.

20

21

22

23

Pursuant to our Procedural Order dated October 7, 1991,

notice of the application was given to Applicant's customers by direct

mailing commencing in November 1991.

4. Applicant generates no electricity of its own, and pursuant

to agreement, it purchases all of its power from AEPCO.

24 5 .

25

The present rates and charges of Applicant produced adjusted

andrevenues o f $20,164,665 of

26

operating operating expenses

$18,822,395, resulting in a net operating income of $1,342,270 during

27 the TY ended December 31, 1990.

28

•

•
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1 Applicant's FVRB is determined to be $32,334,959, which is

the same as its OCRB.

6.

2

3 7. The REA and CFC required the Company to maintain a TIER of

4 1.50 and a DSC of 1.25.

5

6

7

a . Based on the adjusted TY revenues and expenses set forth

herein, the Company's current rates result in a TIER of 1.23 .

9. Operating income of $2,433,633 is necessary to yield a TIER

8 of 2.00.

9 10.

10

11

Applicant must increase operating revenues by $1,101,363 or

5.5 percent to produce operating income of $2,433,633.

11. The approved rates will yield a 7.53 percent rate of return

12 on FVRB.

13 12.

14

The Company's proposed rate design would result in the

smaller users of the residential class bearing a disproportionate

share of the class increase.15

16 We find that Staff's proposed rate design, as adjusted

17

18

13.

herein, is fair and reasonable.

14. Applicant has been authorized by this Commission to

19

20 15. power bank balance became

21

22

23 16.

24

25 through a purchased power of a negative

26

establish a purchased power adjustor mechanism.

Applicant's purchased

overcollected in approximately January of 1991 and was overcollected

in the amount of $1,004,424 as'8f December 31, 1991.

Approximately one year would be a reasonable period of time

for Applicant to balance out its December 31, 1991 overcollected bank

balance adjustor

$0.006919/KWH.

27 17. Based on the most recent purchased power costs of the

28 Company I a new base fuel charge of $0.0609/KWH should be made

20 DECISICN no.

•



DOCKET no. U-1461-91-254

1 effective July 1, 1992, said base fuel charge to remain in effect

until further Order.2

3 CONCLUSIONS OF LAW

4 1. Applicant is a public service corporation within the meaning

of Article XV of the Arizona Constitution and A.R.S. §§40-250 and5

6 40-251.

7 2.

8

9

The Commission has jurisdiction over Applicant and of the

subject matter of the application.

Notice of the application was given in accordance with the3.

10 law.

11 4. The rates for electric service proposed by Applicant are not

12 just and reasonable.

13

14

5. The rates and charges for electric service established

hereinafter are just and reasonable.

15 6.

16

The Company should be authorized to change its base fuel

charge to $0.06269/KWH.

17

18

19

ORDER

IT IS THEREFORE ORDERED that Trico Electric Cooperative, Inc. , is

hereby authorized and directed to file with the Commission on or

20 before June 30, 1992, a new schedule of electric rates and charges

21

22

23

increasing operating revenues by $1,101,363.

IT IS FURTHER ORDERED that such new schedule of rates and charges

shall be consistent with the Discussion, Findings, and Conclusions of

the Commission hereinabove.24

25 IT IS FURTHER ORDERED that said rates and charges will be

26 effective for all service provided on and after July 1, 1992 .

27 Cooperative , Inc .,,

and charges28

IT IS FURTHER ORDERED that Trico Electric

shall notify its customers of the increased . rates

•

•

4.
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1

2

3

4

5

6

7

8

authorized herein and the effective date of same as part of its next

regularly scheduled billing.

IT IS FURTHER ORDERED that Trico Electric Cooperative, Inc.,

shall provide for its next rate case updated and reliable load data

more reflective of its system.

IT IS FURTHER ORDERED that Trico Electric Cooperative, Inc. , be,

and the same is, hereby authorized and directed to implement a new

base fuel charge of $0.0609/KWH effective for all usage on and after

9

10

July 1, 1992 .

IT IS FURTHER ORDERED that Trico Electric Cooperative, Inc. ,

11 shall be authorized a power o f

12

purchased adjustor negative

$0.006919/KWH effective for all usage on and after July 1, 1992 until

13 such time as the overcollected purchased power "bank" balance reaches

14 zero •

15

16

17

18

19

20

21

22

IT IS FURTHER ORDERED that when the bank balance has been fully

amortized, Trico Electric Cooperative, Inc. , shall discontinue the

credit to customer bills automatically without further order from the

Commission upon thirty (30) days prior notice to the Commission.

IT IS FURTHER ORDERED that Trico Electric Cooperative, Inc.,

shall conduct, at a reasonable cost, a lead/lag study to determine its

working capital requirement at its next rate case.

IT IS FURTHER ORDERED that Trico Electric Power Cooperative,

23 Inc. , i s hereby authorized to recover the costs of demand side

24

25

26

27

management programs for which the Utilities Division Director has pre-

approved the details for a program results audit.

IT IS FURTHER ORDERED that the cost for all pre-approved demand

side management programs which exceed the costs of such programs

28

•
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1

3

4

5

6

7

8

included in this rate case shall be recovered through Trico Electric

Power Cooperative, Inc. 's wholesale power cost adjustor.

IT IS FURTHER ORDERED that Trico Electric Power Cooperative,

Inc. , shall submit quarterly reports for the Ut i l i t ies Division

Director describing each demand side management program, monitoring

activities, KW and KWH savings by program, problems and proposed

solutions, and a summary of program costs.

IT IS FURTHER ORDERED that Trico Electric Power Cooperative,

9

10

1 1

Inc. , shall gather data for two years on i ts time-of-use tar i f f

approved herein and file a report with the Director of the Utilities

Division setting forth its proposed changes and supporting data for

12 the same.

13 IT IS FURTHER ORDERED that this Decision shall become effective

14 immediately.

15 BY ORDER OF THE ARIZONA CORPORATION commIssIon •

16

17
CHAIRMAN COMMISSIONER c:omm1sslonER

18

19

20

21

IN WITNESS WHEREOF, I, JAMES MATTHEWS, Executive
Secretary of the Arizona Corporation Commission, have
hereunto set my hand and caused the official seal of the
Commission to be affixed at the Capitol, in the city of
Phoenix, this day of , 1992.

22

23

24 JAMES MATTHEWS
EXECUTIVE SECRETARY

25

26
DISSENT

27
JLR:dmr

28
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TRICO ELECTRIC COOPERATIVE, INC.
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Russell E. Jones
MOLLOY, JONES & DONAHUE,
P.O. Box 2268
Tucson, Arizona 85702
Attorney for Applicant

Kim D. Langdon, Senior Counsel
RESIDENTIAL UTILITY CCNSUMER OFFICE
1501 West Washington, Suite 227
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Paul Bullis, Chief Counsel
Legal Division
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JAMES MATTHEWS
EXECUTIVE SECRETARY

- *QL J. KUNASEK
* l s s l o n E n ARIZONA CORPORATION COMMISSION

DATE: FEBRUARY 5, 1996

DOCKET NO: U-1933-95-069

TO ALL PARTIES :

Enclosed please find the recommendation of Chief Hearing Officer Jerry L. Rudibaugh.
recommendation has been filed in the form of an Opinion and Order on:

The

TUCSON ELECTRIC POWER COMPANY (ORGANIZE PUBLIC HOLDING COMPANY)

Pursuant to A.A.C. R14-3-110(B), you may tile exceptions to the recommendation of the Hearing
Officer by filing an original and ten (10) copies of the exceptions with the Commission's Docket Control
at the address listed below by 5:00 p.m. on or before:

FEBRUARY 14, 1996

The enclosed isNOT an order of the Commission, but a recommendation of the Hearing Officer
to the Commissioners. Consideration of this matter has tentatively been scheduled for the Commission's
Worldng Session and Open Meeting to be held on:

FEBRUARY 20, 1996 and FEBRUARY 21, 1996

For more information, you may contact Docket Control at (602)542-3477 or the Hearing Division
at (602)542-4250.

< 'm
es Matthus

XECUTIVE SECRETARY

JM
Enc.
cc: ALL PARTIES

i299 WEST wAsn\ns1on_ PHOENIX, ARIZONA 15007 I 100 WEST CONGRESS STREET, TUCSON, ARIZONA us7o\
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BEFORE THE ARIZONA CORPORATION COMMISSION

RENZ D. JENNINGS
CHAIRMAN

MARCIA WEEKS
COMMISSIONER

CARL J-. KUNASEK
COMMISSIONER

DOCKET no. U-1933-95-069IN THE MATTER OF THE NOTICE OF
INTENT OF TUCSON ELECTRIC POWER
COMPANY TO ORGANIZE A PUBLIC
UTILITY HOLDING COMPANY.

DECISION no.

)
)
)
)
w OPINION AND ORDER

DATES OF HEARING:

PLACE OF HEARING:

PRESIDING OFFICER:

IN ATTENDANCE:

August 17, (pre-hearing), and August 22, 23, a.nd 24, 1995

Phoenix, Arizona

Jerry L. Rudibaugh

Chairman Renz D. Jennings
Commissioner Marcia Weeks
Commissioner Carl J. Kunasek

APPEARANCES : Ms. Elaine A. Williams, Senior Counsel, on behalf of the
Residential Utility Consumer Office;

Mr. Bradley S. Carroll, Attorney, Legal Department, on
behalf of Tucson Electric Power Company,

Mr. Kenneth c. Sundlof, Jr., JENNINGS, STROUSS &
SALMON, P.L.C., on behalf of Salt River Project
Agricultural Improvement and Power District; and

Mr. Christopher C. Keeley, Assistant Chief Counsel; and
Mr. Bradford A. Born an, Staff Attorney, Legal Division,
on behalf of the Utilities Division of the Arizona
Corporation Commission.

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

27

28

BY THE COMMISSION:

On February 16, 1995, Tucson Electric Power Company ("TEP" or "Company") filed with the

Arizona Corporation Commission ("Commission") a Notice of Intent to Organize a Public Utility

Holding Company ("Application"). The Residential Utility Consumer Office ("RUCO"), Air Liquide

America Corporation, and Salt River Project Agricultural Improvement and Power District ("SRP")

requested and were granted intervention in this matter. On March 30, 1995, the Commission's Utilities

Division Staff ("Staff") tiled a Request for Procedural Order ("Request") whereby a hearing on the

Application was requested. ..

•
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This matter came on for hearing before a duly authorized Hearing Officer of the Commission at

the Commission's offices in Tucson, Arizona on August 22, 1995. TEP, RUCO, SRP, and Staff

appeared through counsel. At the conclusion of the hearing, the matter was adj outed pending

submission of a Recommended Opinion and Order by the Presiding Officer to the Commission.

On November 30, 1995, Staffard TEP filed a Proposed Settlement Agreement encompassing dis

Application as well as the Company's pending rate case. As a result, our Procedural Order issued

December 4, 1995 consolidated this Application with TEP' s rate application, Docket No. U- 1933-95-3 l7,

for purposes of the settlement hearing. In its Special Open Meeting held in Tucson, Arizona on January

19, 1996, the Commission did not approve the Proposed Settlement Agreement. Accordingly, we hereby
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separate the dockets, allowing each application to proceed on its own.

DISCUSSION

Background

TEP is an Arizona corporation providing electric service to the public within portions of Pima

and Cochise Counties, Arizona pursuant to certificates of public convenience and necessity granted by

the Commission. TEP currently has approximately 300,000 customers. On February 16, 1995, TEP filed

its Application pursuant to A.A.C. R14-2-803 ("Rule 803").

TEP has undergone dramatic changes over the last five years. During the 1980's time period, TEP

diversified into non-utility areas such as car leasing, read estate, security investments, hotels, and motels.

The non-utility areas flourished for a period of time, however, most of the diversified areas timed sour

toward the end of the l980's. In addition, in the early l 980's, TEP had an excess of generating capacity.

As a result, TEP formed a new subsidiary, Alamito Company ("Alamito"), that was established to handle

TEP's wholesale business to market the excess capacity. Subsequently, TEP entered into a one-sided

Power Sade Agreement ("Agreement") with Alamito whereby TEP agreed to purchase the entire output

generated by Ala.mito for twelve years. The management/directors of TEP approved a spin-off of

Alamito with the one-sided Agreement still in place. As a result of the aforementioned diversification

as well as the now infamous Alamito spin-ofi TEP reached a point in die early 1990's whereby it simply

could not pay all of its bills. On July 16, 1991 , a group of owner participants in sale and lease

transactions filed Involuntary Petitions for reorganization of the Company under Chapter ll of the U.S.

2 DECISION NO.
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Bankruptcy Code. Subsequently, TEP negotiated agreements with its various creditors resulting in a

complete financial restructuring of the Company which was approved by the Commission in Decision

No. 58024, dated September 16, 1992. The restructuring plan consisted of agreements to reduce

expenses, defer expenses, and exchange liabilities for equity. It was noted at the time that it would"take

the Colnpany's entire effort over the next decade to regain its financial health". Further, it was noted that

the overall success of the plan was "dependent upon the Company being able to sustain moderate sales

growth and control its costs". Over the last several years, the Company has been blessed with good

growth in the overall economy of the City of Tucson as well as low interest rates on its variable debt.

In spite of improvement, the Company's overall financial health is still poor and it still remains a high

cost company.

Holding Company Rules

The Commission approved A.A.C. R14-2-801 dirough R14-2-806 ("Holding Company Rules")

in Decision No. 56844, dated March 14, 19901. The Holding Company Rules were promulgated by the

Commission in response to diversification by various utilities in the early 1980's which placed several

Arizona utilities near the brink of bankruptcy. Probably the most infamous of the diversification

activities at that time was the formation by the Arizona Public Service Company ("APS") of a holding

company now known as the Pinnacle West Capital Corporation ("Pinnacle West") and its subsequent

acquisition of MeraBank, a federal savings and loan. In spite of assurances by APS and Pinnacle West

that the regulated entity would not be affected, the bonds issued by APS were downgraded to near junk-

bond status because of the Enanciad disaster confronting Pinnacle West due to the MeraBank acquisition.

The Holding Company Rules were designed to help insulate utility ratepayers &om the dangers inherent

in holding company structure and diversification. Pursuant to Rule 803, a utility must receive

Commission approval in order to form a public utility holding company.

Any utility intendingto organize apublic utility holding company must notify Staff in writing

prior to such organization pursuant to Rule 803(A). The utility must provide as part of its notification

the following information:
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1992.

Due to various appeals, the Holding Company Rules were not effective until July 30,
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1.

2.
3.

4.
5.

6.

7.

8.
9.

10.

11.

The names and business addresses of the proposed officers and directors of the
holding company;
The business purposes for establishing or reorganizing the holding company,
The proposed mediod of financing the holding company and the resultant capital
structure,
The resultant effect on the capital structure of the public utility;
An organization chart of the holding company that identifies all affiliates and their
relationships within the holding company;
The proposed method for allocating federal and state income taxes to the
subsidiaries of the holding company;
The anticipated changes in the utility's cost of service and the cost of capital
attributable to the reorganization;
A description of diversification plans of affiliates of the holding company,
Copies of all relevant documents and filings with the United States Securities and
Exchange Commission and other federal or state agencies;
The contemplated annual and cumulative investment in each aiiiliate for the next
five years, in dollars and as a percentage of projected net utility plant, and an
explanation of the reasons supporting the level of investment and the reasons this
level will not increase the risks of investment in the public utility; and
An explanation of the manner in which the utility can assure that adequate capital
will be available for the construction of necessary new utility plant and for
improvements in existing utility plant at no greater cost than if the utility or its
affiliate did not organize or recognize a public utility holding company.

TEP filed its Application on February 16, 1995. On March 30, 1995, Staff filed a Request for a

Procedural Order setting forth a time and place for hearing. Rule 803 (C) provides that:

c . At the conclusion of any hearing on the organization or reorganization of a utility
holding company, the Commission may reject the proposal if it determines that
it would impair the financial status of the public utility, otherwise prevent it from
attracting capital at fair and reasonable terms, or impair the ability of the public
utility to provide safe, reasonable and adequate services.

TEP's Proposed Holding Company Structure

TEP proposed that it be permitted to form a holding company with the name of UniSource Energy

Corporation ("UniSource"). The Company indicated that a holding company was necessary in order to

allow it to compete on a level playing field in the increasingly competitive electric energy business.

According to the Company, the holding company would "facilitate the entrance into new markets by new
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TEP affiliates while protecting the interests of both retail customers and TEP's current investors." The

Company asserted that a holding company structure would provide legal and financial separation for the

pubic utility while also affording shareholders an opportunity for higher returns.

Under TEP's proposal, UniSource would acquire adj of TEP's outstanding common stock through

a one for one share exchange. Subsequently, UniSource plans to create additional subsidiaries ("Sister

Companies") to engage in nonregulated business activities. According to the Company, initial working
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capital requirements of UniSource would be funded by TEP for services provided by UniSource for TEP.

The Company indicated that UniSource would only consider energy-related projects in order to

utilize the Company's expertise and knowledge. Independent power production, cogeneration, and

alternative fuel generation, such as renewable energy and other non-fossil fuels are examples of such

energy related projects. Other examples of core-related or utility-related businesses to be considered are

demand side management, environmental compliance, and plant operations and maintenance.

In response to questions regarding possible energy-related diversification without a holding

company, TEP expressed concern of increased risk to the public utility. TEP was also concerned that fast

moving opportunities could be lost because TEP's bids would be contingent upon receiving Commission

approval which may or may not be granted. Even if Commission approval was granted, its action may

not be expeditious enough. In addition, TEP indicated that diversification without a holding company

would not attract enough investment monies to allow TEP to return to financial health.

None of the parties disputed TEP's claim that the electric energy business was becoming more

competitive on both the wholesale and retail levels. Further, there was agreement that TEP needs to

rebuild its corporate vitality and strengthen its equity ratio. However, SRP2, RUCO, and Staff were

concerned that TEP would repeat past actions which placed TEP on the brink of financial ruin. All dire

were also critical of TEP for not having a detailed strategy for taking advantage of new business

opportunities.

Although RUCO was critical of the Company for its lack of details, RUCO neither opposed nor

advocated the approval of the holding company formation. RUCO did express the following three

concerns ("Concerns"): (1) That no undue risk be assumed by TEP as a result of the formation of a

holding company, (2) There needs to be assurances that TEP will share in the proceeds of any success

arising out of holding company endeavors; and (3) TEP must be fairly compensated and fairly charged

for services provided to or obtained from its holding company parent or Sister Companies. As to

Concern No. l, RUCO criticized the Company for asldng the Commission to approve a holding company

2 SRP is a co-owner with TEP and others of the Navajo Generating Station and Four
Corners Generating Station Units 4 and 5. SRP also has contracted with TEP to purchase electric power
and energy up through December 31, 2011 .

•
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without a coherent plan for its use. As a result, the Commission is being asked to approve a corporate

entity whose ultimate effect on TEP's operations camion be estimated. In order to alleviate Concern No.

2, RUCO recommended the Company agree that a share of the holding company/Sister Companies

profits should be utilized to improve TEP's equity. As part of Concern No. 3, RUCO recommended

TEP be compensated for the use of its logo, name, personnel, tax benefits, as well as technological and

managerial experience.

Staff' s primary recommendation was to deny TEP's Application. According to Stafil the proposal

of TEP creates an "unacceptable risk" that failed diversification* will impair TEP's access to capital on

reasonable terms. Because of TEP's poor financial condition (i.e., liabilities exceed its assets)5, Staff

opined that TEP needs to focus its efforts on restoring its equity ratio to a reasonable level. Staff was

concerned that the economic incentives created by the common ownership of regulated and nonregulated

entities engaged in related business activities create a risk that management would subordinate Me

interests of TEP to those of UniSource and the Sister Companies. Staff indicated that risk is even greater

with TEP because the Commission has been setting rates using a hypothetical capital structure as if the

Company had 44 percent equity. Staff recommended that if the Commission decided to approve TEP's

proposal, it should do so only if TEP accepted the following 32 conditions' which were designed to

minimize the risks of adverse consequences:

1. Restriction on Lines of Business. UniSource will not conduct any material
business activities that are not part of the "Electric Energy Business" without
Commission approval. The term Electric Energy Business is defined in TEP's
Proxy Statement.

2. Restriction of Size oflnvestment. The total capitalization of the Sister Companies
(debt and equity) will not exceed 30 percent of TEP's capitalization. UniSource
will adjust the .investment and dividend policies of the Sister Companies as
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3 As an example, RUCO indicated 3 percent out of a 15 or 20 percent rate of return could
be shared with TEP I

4 Staff opined that without a holding company, TEP's ability to make investments in
nonutility activities is severely limited by TEP's Master Restructuring Agreement ("MRA").

s According to Staff, there is only one electric utility in the country wide a lower bond
rating, and that company is currently in bankruptcy.

6 Staff subsequently modified some of the conditions.
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necessary to satisfy this condition.

Portfolio Management. UniSource (and the Sister Companies) will not invest an
amount greater than 10 percent of TEP's capitalization in any single investment
without Commission approval. The Commission shall be the sole arbitrator of
what constitutes a "single investment".

Dividend Restriction. TEP will not declare a dividend if after giving effect to die
dividend, TEP's common equity ratio would be less than 35 percent.

5. Allocation of Common Stock Proceeds. All of the net proceeds 80m the sale of
UniSource common stock, including stock sold through ESOP and dividend
reinvestments programs, will be used to purchase additional common stock from
TEP if TEP's reported common equity ratio is less than 35 percent. The
Commission may grant a waiver of this requirement if it determines that a waiver
is in the public interest and UniSource requests a waiver.

6. Allocation of Warrant Proceeds. All of the proceeds from the exercise of the
outstanding TEP common stock warrants will be invested in TEP.

7. Repurchase of TEP Common Stock. TEP will not repurchase any of its common
stock Mdiout the approval of the Commission.

8. Divestiture of Utility. The Commission may order UniSource to divest TEP
through a distribution of TEP common stock to UniSource shareholders (i.e. a
spin-off) if the Coxmnission determines that TEP or UniSource has materially
violated the conditions agreed to in this proceeding or if the Commission
determines that TEP's affiliation with UniSource has caused or is likely to cause
material harm to TEP or its ratepayers. UniSource may not divest itself of TEP
or any Sister Company without the approval of the Commission.

9. Prohibition Against Parent Company Senior Securities and Pledging TEP Stock.
UniSource will not issue any debt with a maturity greater than 12 months or
preferred stock. All financing other than short-term debt and the sale of
UniSource common stock will occur at a subsidiary level. UniSource will not
pledge its TEP stock as security for debt or make any other commitments dirt
would impair its ability to distribute TEP's common stock to UniSource
shareholders in a spin-off UniSource and the Sister Companies will notify their
creditors that the Commission has the authority to order die divestiture of TEP
under certain circumstances.

10. Approval of Transfer of Utility Assets, Contracts, Rights, or Obligations. TEP
will not transfer any assets, contracts, rights, obligations or other items to an
affiliate without the prior approval of the Commission. Transfers do not need to
be approved if the economic value of the transferred item is less than $10,000.
The Commission may adjust the threshold to account for inflation at its discretion.

11. Assignment of Business Opportunities. Any business that the Commission finds
to be necessary, reasonably incidental or economically appropriate to utility
operations will remain within TEP.
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12. Agreements with Affiliates to Conform With Commission Findings. All
transactions between TEP and UniSource and between TEP and Sister Companies
will be subject to written "affiliate agreements". UniSource acknowledges that
the affiliate agreements are not the product of arms-length negotiation. If the

4.

3.
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Commission funds that the written agreements are unfair to TEP or its ratepayers,
UniSource will cause the agreements to be modified to be consistent with the
Commission's findings.

13. Prohibition Against Regulatory Evasion. UniSource will not use its holding
company structure to evade Commission jurisdiction over utility costs. In
particular, Sister Companies will not be used to shift costs ultimately paid by TEP
ratepayers to FERC jurisdiction or to shift revenues that would otherwise reduce
Arizona retail rates to aiiiliates. UniSource and the Sister Companies will modify
their business arrangements with TEP or remedy any violation of this condition,
including the transfer of assets or functions to TEP, if the Commission determines
that UniSource has abused its corporate structure to achieve favorable regulatory
treatment of costs ultimately paid by Arizona jurisdictional ratepayers or to
otherwise increase the rates paid by Arizona jurisdictional ratepayers.

14. Restriction on Dual Officers. No more than three TEP otiicers may serve as
officers of UniSource or Sister Companies after the Initial Startup Period. The
Initial Startup Period will begin with the formation of UniSource and will end on
December 31 of the first calendar year in which aggregate Sister Company
revenues exceed $30 million or aggregate Sister Company assets exceed $50
million.

15. Prohibition Against Shared Administrative Functions. TEP will not perform any
administrative functions for UniSource or the Sister Companies otter the Initial
Startup Period. Administrative functions include accounting, finance, risk
management, information systems and human resources. The Commission shall
be the sole arbitrator of what constitutes an administrative function.

16. Holding Company Functions. All UniSource corporate functions including
holding company governance and executive management, consolidation
accounting, strategic planning, financial planning, investigation of nonutility
business opportunities, investor relations and shareholder services will be
performed by UniSource at no cost to TEP after the Initial Startup Period. The
Commission will be the sole arbitrator of what constitutes a UniSource corporate
function. To the extent practical, the development of nonutility business
opportunities will occur within UniSource or the Sister Companies.

17. Separation of Facilities. The offices and facilities of UniSource and the Sister
Companies will be separate from those of TEP after the Initial Startup Period.
Sister Company personnel will be provided access to TEP's offices on terms no
more favorable than those customarily provided to nonaffiliated suppliers or
customers performing similar functions.
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18. Separation of Employment and Employee Benefit Plans. All transfers of
employees between TEP and UniSource and between TEP and the Sister
Companies will be implemented as a resignation ham one company and the
acceptance of an offer of employment from the other company on the same terms
as customarily apply to resignations to accept employment with a nonaffiliated or
acceptance of offers of employment by individuals currently employed by a
nonaffiliated. UniSource and Sister Company employees M11 not be eligible for
TEP benefit plans. TEP employees will not be eligible for UniSource and Sister
Company benefit plans. Years of service at TEP will not be credited to
participants in UniSource and Sister Company plans and years of service at
UniSource and Sister Companies will not be credited to TEP benefit plans.
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19. Separation of Accounting Systems and Prohibition Against Commingling Funds.
TEP will account for, bill and odierwise treat transactions with UniSource and the
Sister Companies in the same manner as it customarily treats similar transactions
with nonaiiiliates. UniSource and Sister Companies will pay for services received
from TEP by check or wire on the same terms offered to nonaffiliated. TEP will
pay for services received from UniSource and Sister companies in the same
manner and on the same terms customarily applied to nonaffiliated vendors.
Separate bank accounts will be maintained by UniSource and the Sister
Companies. UniSource and Sister Company iilnds will not commingled in TEP
bank accounts.

20. Separation of Insurance. UniSource and Sister Company operations and assets
will not be covered under TEP's liability and property insurance after the Initial
Startup Period. UniSource will maintain separate officers and directors liability
insurance for its officers and directors.

21. Restriction of The Use of Utility Employees. TEP will not allow utility
employees to perform services for UniSource or the Sister Company without
written authorization from the Commission.

22. Affiliate Cormnittee of the Board of Directors. UniSource will establish an
Affiliates Committee of its Board of Directors comprised of three outside
directors. The Affiliates Committee will review compliance with the conditions
agreed to in this proceeding and will verify that management has fully and
accurately reported any violations of the conditions to the Commission. The
Affiliates Committee will also be responsible for reviewing UniSource's policies
related to affiliate transactions and for verifying that management has adequately
communicated the affiliates policy to UniSource, TEP and Sister Company
employees. The Affiliates Committee will also be responsible for reviewing
affiliate transactions for fairness to TEP ratepayers. The Affiliates Committee
will document the basis for its conclusions and will preserve all documents it
reviews. The Affiliate Committee doctunents will be made available to the
Commission Staff upon request.

23. Prohibition Against Transfers of Nonpublic Utility Information. UniSource and
TEP will not transfer nonpublic utility information to the Sister Companies
without written authorization from the Colmnission. UniSource and TEP will not
transfer any customer lists or other customer information to Sister Companies
without first obtaining written permission from the customer. Nonpublic utility
information is information that TEP does not customarily make available to
nonaffiliated customers or suppliers including engineering specifications,
planning studies, power plant operating data, Financial forecasts, load forecasts,
bulk power marketing studies, customer survey results, results of marketing
inquiries made by TEP, etc.

24. Prohibition Against Implying Favorable Treatment. UniSource, TEP and the
Sister Companies are prohibited from implying that die purchase of services Eoin
the Sister Companies will result in favorable treatment from TEP in utility
transactions.
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25. Prohibition Against Joint Advertising and Marketing. TEP a.nd the Sister
Companies will. not engage in any joint advertising or marketing efforts. Utility
personnel will not use customer/utility points of contact to promote Sister
Company products. The Sister Companies are prohibited Bom using TEP's name
or logos in advertising. UniSource may only use the TEP name and logo in
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general corporate image building advertising. The Commission will be the sole
arbitrator of what constitutes joint advertising or corporate image building
advertising.

26. ProhibitioN Against Certain Transactions with Affiliated Power Marketers, Broker
or Buyers Agent. TEP will not buy power ham or sell power to affiliated power
marketers, brokers or buyers agents without Commission approval. TEP will
allow affiliated power brokers or buyers agents to market power on TEP's behalf
only if the total fees charged to TEP and the purchaser by the affiliated broker or
buyers agent do not exceed the affiliate's actual cost of making the transaction.
TEP M11 not purchase power marketed by an affiliate if the total fees received by
the affiliate from TEP and the seller exceed the affiliate's actual cost of malting
the transaction.

27. Prohibition Against Providing Service to Affiliates on Preferential Terms. TEP
will not provide service to affiliates on terms that are more favorable than those
customarily offered to nonaffiliated. TEP will report all failures to enforce its
written contract terms or standard terms and conditions to service in transactions
with affiliates to the Commission. TEP will not provide a preference to affiliates
in the construction or maintenance of facilities, the allocation of available
transmission or generation capacity, or interruptions of confirm capacity
transactions.

28. Reporting Sades of Power by Sister Companies. The Sister Companies will report
all sales of power to the Commission annually. TEP will file a report with the
Commission annually that explains why TEP could not have made die sales made
by the Sister Complies at a lower price. The Sister Companies will provide
access to all information needed to verify the accuracy of the reported
information.

29. Prohibition Against Joint Negotiation With Sister Companies. Sister Company
employees (or representatives) will not attend or participate in negotiations
between TEP and nonafliliates. TEP employees will not attend or participate in
negotiations between the Sister Companies and nonaffiliated. TEP employees will
not disclose the existence of negotiations with nonafiiliates to Sister Company
representatives or otherwise discuss such negotiations with Sister Company
representatives.. TEP and the Sister Companies are prohibited from negotiating
or otherwise entering into "package deals" with nonaffiliated wherein the terms
of a transaction between a Sister Company and a nonaffiliated me negotiated in
conjunction with (or are conditioned on) the terms of an agreement between the
nonaffiliated and TEP.

30. Reporting Sister Company Transactions with TEP Customers, Suppliers, and
Investors. The Sister Companies will report adj transactions with TEP customers,
suppliers and 'investors to the Commission annually and will identify any linkage
between the Sister Company and Utility transaction. Transactions did not need
to be reported if the annual economic value of the transaction with the Sister
Company is less than $ l0,000 or if the economic value of TEP's transactions with
the TEP customer, supplier or investor is less than $10,000. The Commission
shall have access to all information necessary to verify the Sister Company's
representations concerning the economic value of transactions and linkage to TEP
transactions.
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31. Income Tax Allocation Agreement. UniSource will adopt an income tax

allocation agreement which fairly compensates TEP for the use of net operating
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losses, net operating loss carryforwards and any other available tax credits or
deductions generated by TEP and used to reduce UniSource's consolidated tax
liability. Under the tax allocation agreement TEP will be compensated for all tax
benefits generated by TEP and utilized in the consolidated return, such as NOL
carryforwards, that TEP could not have used on a stand alone basis by either (1)
providing a cash payment to TEP or (2) internal carryforwards of TEP tax benefits
utilized in the consolidated return. The tax allocation agreement will be consistent
with SEC rule 45(c).

32. Access to Information. UniSource agrees to provide the Commission Staff upon
request and with appropriate notice, all information needed to verify compliance
with the conditions authorized in this proceeding and any other information
relevant to the Commission's ratemaking, financing, safety, quality of service and
other authority over TEP. The Commission will be the sole arbitrator of what
constitutes relevant information. UniSource agrees that Sister Company financial
statements, financial forecasts and business plans are relevant to the public's
interest in maintaining TEP's access to capital on reasonable terms.

Of the above listed conditions, Staff considered Nos. 2 (restriction of size of investment), 5

(allocation of common stock proceeds), and 12 (agreements with affiliates to conform with Commission

findings) as the most important. TEP eventually agreed to thirteen of the Conditions including Condition

No. 2. TEP proposed modifications to twelve of the Conditions including Condition No. 12. TEP

rejected seven of the conditions including Condition No. 5. TEP also proposed some additional

conditions of its own. TEP was critical of Staff for proposing conditions which were not imposed on

other holding companies. Although TEP did not dispute the Commission's authority to regulate the

public utility, TEP asserted that the Commission could not legally manage the Company by imposing

conditions that usurped management's ability.
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ANALYSIS

Holding Companv Rules

According to TEP. the Commission may only reject the Companv's proposal if it determines that

the formation of the holding company would cause an impairment to the utility. TEP asserted that the

mere change in TEP's corporate structure to a holding company structure would not impair the financial

status of TEP. Further, TEP indicated that it had presented evidence of other formations of public utility

holding companies which demonstrated that the formation of the public holding company would not

impair TEP's ability to attract capital at fair and reasonable terms, or impair the ability of TEP to provide

safe, reasonable and adequate services.

Both Staff and RUCO argued against the Company's interpretation of the standard the

•

•
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Commission should apply in reviewing if a proposed holding company formation should be approved.

According to RUCO, the Company is distorting the meaning of Rule 803 (C) by incorporating the word

"only" into its argument as if it were contained in the Rule. RUCO asserted that Rule 803(C) provides

some but not adj of the reasons that would warrant a rej section of a holding company application.

Staff also expressed the opinion that TEP's interpretation of the standard for rejection in Rule

803 (C) was much too narrow. According to Staff, such an interpretation requiring the Commission to

be certain of the outcome would mean that no holding company formation could ever be rejected since

the review requires makingan uncertain forecast as to what will happen in the future. Further, Staff

asserted that TEP's interpretation of Rule 803(C) would encourage vague and incomplete filings.

Even if the Company was correct in its "impairment" standard argument, it wouldn't apply until

an applicant has met its initial burden of providing the information required pursuant to Rule 803(A).

We would agree with Staffs assertion that to do odrerwise, would result in the Commission being

required to approve all applications which contained little or no substantive information. Such a result

could defeat the whole intent of the Holding Company Rules. Based on the record in this case, the

Company is unable at this e to provide a projection of the annual and cumulative investment in each
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affiliate for the next five years..In fact, the Company was able to provide little information regarding the

purposes of the holding company other than it being necessary to diversify into energy-related projects.

We conclude that the Commission can reject the Company's proposal for failing to provide the minimum

notification requirements set forth in Rule 803(A). We also note that the Commission could reject the

Application even if the Company's proposed legal standard was used. The Company indicated that one

of the benefits to ratepayers would be that the effect of any discounts to large customers would not be

passed on to the other ratepayers for a period of five years. In essence, the equity owners would absorb

the lost revenues resulting from such discounts. Such losses would further impair the frnanciad status of

an already financially impaired public utility.

HOlding Company Formation .

Since we have rejected the Company's Application primarily for lacking in sufficient details, we

believe there is merit in determining what conditions if any, could be agreed to by the Company in order

to make the purposes and intent of the holding company more definitive and thus more palatable. As we
12
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previously noted, all the parties were in agreement that the Company needs to rebuild its corporate

vitality and strengthen its equity ratio. Also, there can be no dispute that successiiil diversification in

which TEP shares in the successes can accelerate the Company's financial revitalization.

In fact, we applaud TEP for what appeared to be one of the major objectives for the holding

company formation which was to augment earnings and equity of the regulated entity. The following

was extracted Hom the Company's testimony :

The Company's forecasts shows that, if TEP relies solely on profits from its regulated
business, its equity may never recover adequately. The Company is further concerned
that it will continue to be subj et to the risk that competition will erode its "protected"
market and that, as a result, the Company will likely never be able to retain sufficient
earnings to restore its equity. The Company also recognizes that retail customers alone
should not be burdened with the onus of restoring TEP's equity. Therefore, the Company
has looked outside of the regulated business for ways to augment earnings and equl'ty.

However, based on testimony at the hearing, such applause may not be deserved. The Company made

it clear that it had no intention of sharing any profits of the Sister Companies with the regulated entity.

Because of this lack of commitment to restoring TEP's equity, we share Stall's concerns that

management will subordinate the interests of TEP to those of UniSource and the Sister Companies. We

acknowledge that TEP has attempted in its post-hearing brief to ameliorate the situation by offering to

share some of the diversification profits with the regulated utility. The Company proposed that

UniSource would commit to increase TEP's equity annually by purchasing additional TEP common stock

in an amount equal to five percent of the net after-tax profits attributable to UniSource's equity interest

in the Sister Companies each year. According to the Company this is very admirable since RUCO had

only recommended three percent' being flowed back to TEP.

We also concur with TEP that a holding company formation may provide additional legal

protection for TEP from failed diversification. While we do not doubt the Company's good intentions,

we share Sta;tlf's concerns that unlimited diversification will divert management's attention from its

public utility business. In addition, with diversification comes additional risk. TEP's financial condition

is such that it has little margin for error in its diversification activities. Approval of the holding company
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We note that RUCO's recommendation was to flow back three percent out ofUniSource's
earned return of 15 to 20 percent or approximately (3 percent + 15) 20 percent of the profits which is
significantly higher than TEP's belated proposal.
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h ii ess ea tirtriI es to increase. In fact. there was no disagreement that the ultimate

IQQ f`Tppt c eta the11 e M11 depend directly on TEP being able to reduce costs. As a

result, the Commission must conclude that the holding company scenario would orlly be acceptable if

the Company agrees to a monetary limit on the amount of diversification. We note that such a limit was

one of Staff' s primary conditions which the Company has found acceptable. We so agree with Staff

and RUCO that approval of a holding company formation must be conditioned on a provision whereby

a share of successful diversification would be utilized to help restore TEP's equity ratio. Along wide

these two primary conditions, we would expect TEP to agree to many of Staff' s other conditions prior

to our approving any holding company formation.

While we find that TOP has not provided the required information pursuant to Rule 803, and

dierefore we are not approving the fonnadon of a holding company at this time, under certain conditions,

it may be appropriate to allow TEP to diversify into energy related areas.

Diversification

As noted above, one of the primary conditions would be a restriction on the size of any investment

as well as a restriction on the total amount of diversification. With a reasonable dollar limitation

imposed, TEP could diversify on the same magnitude' with or without a holding company in place. One

of TEP's main objections to a diversification without a holding company was the delay encountered in

obtaining Commission approval. That objection could be taken care of by the Commission pre-

8 This assumes the investment dollars are available under either scenario.
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formation as originally requested by the Company could allow unlimited diversification. This open

ended pocketbook provides additional risks that more than offset the additional legal protection. The

Pinnacle West/APS debacle provides evidence that the legal protection of a holding company does not

always work. In fact, it is clear to the Commission that any diversification at this time by TEP (with or

without a holding company) must be capped at a reasonable amount. As TEP and its ratepayers have

suffered through the brink of financial disaster twice in the past decade. it would simply be untenable to

risk nudszing them to the edge a third time. Because of TEP's high costs and current impaired financial

condition_ we believe the Comnanv is going to have to be even more focused as competition in the
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authorizing a dollar amount which the Company could invest. The Company could request Commission

approval after-the-fact which if granted, would also pre-authorize the next investment up to the dollar

amount set by the Commission. Such a procedure would not preclude the Company from losing out on

fast moving deals because of Commission delay. While diversification of a limited amount without a

holding company could result in a greater risk to TEP, the rewards, if any, per dollar amount would be

higher since TEP would be the main recipient.

Balancing the interests of the ratepayers, TEP, and its shareholders with the goal of improving

TEP's iinanciad condition, we believe that at the present time, allowing TEP to engage in limited energy-

related diversification activities would provide TEP the best opportunity to reach the goal while

protecting all interests involved. With an investment limitation in place, we believe our pre-authorization

of investments up to $20 million or as restricted by the MRA, whichever is lower, will enable the

Company to act expediously in the face of competition. This pre-authorization budgetary amount will

act like a "floating bank account" in that the balance will go down when the Company makes an

investment. Subsequently, the Company can request Commission approval after-the-fact and the

Commission may re-authorize the floating bank account. With a limitation on the amount of investment,

we are hopeful the Company will slim the cream of the potential investments. We also believe that

limiting the amount of diversification will help keep the Company's focus on the utility operations with

continued emphasis on cost-containment strategies? This Decision does not mean that the Commission

is forever shutting the door on TEP's proposed holding company formation. However. we want to make

it clear to the Companv that for any future holding company application. the Company will need to

demonstrate that its diversification has been successful as well as provide a clearly defined on-.going

strategy. Further. the Companv will need to provide evidence of continued cost reductions.
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Having considered the entire record herein and being fully advised in the premises, the

Commission finds, concludes, and orders that:

9 The Company recently reported a profit for the quarter ended September 30, 1995 of $60.7
million. According to the Company, it was able to obtain such profit because of its cost-containment
strategies.

•

•

•

15 DECISION NO.



u

4 .

DOCKET NO. U-1933-95-069

FINDINGS OF FACT

TEP is an Arizona corporation engaged in providing electric service to the public within

portions of Pima and Cochise Counties, Arizona pursuant to authority granted by the Commission.

On February 16, 1995, TEP filed its Application with the Commission

On March 30, 1995, Staff filed a Request for a Procedural Order.

Our April 11, 1995 Procedural Order set the matter for hearing commencing on August
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2.

3.

4.

22, 1995.

5. During the 1980's time period, TEP diversified into non-utility areas such as car leasing,

real estate, security investments, hotels, and motels.

6. In the early 1980's, TEP had an excess of generating capacity.

7. TEP formed a new subsidiary, Alamito, to wholesale market the excess capacity.

8. TEP entered into a one-sided Agreement with Alamito whereby TEP agreed to purchase

the entire output generated by Alamito for twelve years.

9. As a result of its.diversi'dcation efforts and the Alamito spin-011 TEP teetered on the brink

of bankruptcy in mid-1991 .

10. In late-1991, the Company negotiated agreements with its various creditors resulting in

a complete financial restructuring of the Company which was approved in Decision No. 58024.

l l . The Commission approved the Holding Company Rules in Decision No. 56844.

12. The Holding Company Rules were designed to help insulate utility ratepayers from the

dangers inherent in holding company structure and diversification.

13. Although a holding company structure was in place, the bonds issued by APS were

downgraded to near junk-bond status because of the financial disaster confronting Pinnacle West due to

its acquisition of MeraBank. -

14. The Company indicated that a holding company structure was necessary in order to allow

it to compete on a level playing field in the increasingly competitive electric energy business.

15. The electric energy business is becoming more competitive on both the retail and

wholesale levels.

16. The holding company structure may provide additional legal and financial separation for

•

•
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the public utility &om diversified activities of the parent holding company and Sister Companies.

17. Rule 803(A) requires any utility intending to organize a public utility holding company

to provide notification to StaE of eleven specific items.

18. TEP was unable to provide estimates for the annual and cumulative investment in each

affiliate of its proposed holding company for the next five years as required by Rule 803 .

19. As of December 1994, TEP has negative common equity of $42 million and over $2.2

billion in long-term debt and capital lease obligations.

20. According to Value Line, the average equity ratio for the electric utility industry is 52

percent.

21 I Under the Company's proposal, equity owners would absorb lost revenues from discounts

to large customers.

22. TEP needs to focus its efforts on restoring its equity ratio to a reasonable level.

According to Stafll the proposal of TEP creates an "unacceptable risk" that failed23 l

diversification will impair TEP's access to capital on reasonable terms.

24. As an alternative recommendation, Staff recommended TEP's Application be approved

only if TEP accepts 32 conditions proposed by Staff

25. TEP agreed to thirteen of Staffs conditions, proposed modifications to twelve, and

rejected seven.

26.
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TEP was concerned that fast moving opportunities may be lost without a holding company

in place since TEP's bids would be contingent upon receiving Commission approval.

27. A pre-authorized budgetary amount M11 enable the Company to act expeditiously without

any delays encountered in obtaining Commission approval.

28. Limiting the amount of diversification will help keep the Company's focus on the utility

operations with continued emphasis on cost-containment strategies.

CONCLUSIONS OF LAW

l . TEP is a public service corporation within the meaning of Article XV of the Arizona

Constitution and an electric utility within the meaning of A.R.S. Sections 40-250 and 40-251 .

2. The Commission has jurisdiction over TEP and of the subject matter of the Application.

17 DECISION NO.
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Notice of TEP's Application was given in accordance with the law.

TEP has failed to provide all the required information pursuant to Rule 803(A).

TEP's current financial status is impaired and under the Company's proposal M11 be

farther impaired.

6. Because of TEP's impaired financial status, it is in the public interest for TEP

management to focus its efforts on cost-containment strategies within the public utility and to continue

its efforts to rebuild equity in the Company.

7. Diverslicadon by TEP in the electric energy business in a limited amount is in the public

interest.

8. For the limited purposes discussed herein, a waiver of compliance with A.A.C. Rl4-2-

804(B)(l) is in the public interest.

3.

4.

5.

ORDER
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IT IS THEREFORE ORDERED that the application of Tucson Electric Power Company to

organize a public utility holding company is hereby denied.

IT IS FURTHER ORDERED that Tucson Electric Power Company is hereby granted a waiver

to A.A.C. R14-2-804(B)(1) for the limited purposes discussed herein.

IT IS FURTHER ORDERED that Tucson Electric Power Company shall be granted authorization

to invest up to $20 million or up to an amount allowed by the Master Restructuring Agreement,

whichever is smaller, in energy-related diversification.

IT IS FURTHER ORDERED that Tucson Electric Power Company shall not be permitted to

provide any guarantees, make-well agreements or other capital support arrangements with respect to the

energy related diversification which could require or facilitate investment of funds in excess of the

amount authorized herein.

4
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COMMISSIONERCOMMISSIONERCHAIRMAN

IN WITNESS WHEREOF, I, JAMES MATTHEWS, Executive Secretary of the Arizona
Corporation Commission, have hereunto set my hand and caused the official seal of the
Commission to be affixed at the Capitol, in the City of Phoenix, this day of

, 1996.

JAMES MATTHEWS
EXECUTIVE SECRETARY

DISSENT
JLR:dap
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IT IS FURTHER ORDERED that the $20 million authorization granted herein will act as a

"floating bank account" 'm that the balance will go down when Tucson Electric Power Company makes

an investment and will go back up if the Commission subsequently grants after-the-fact approval to the

investment.

IT IS FURTHER ORDERED that this Decision shall become effective immediately.

BY ORDER OF THE ARIZONA CORPORATION COMMISSION.
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U-1933-93-006 and U-1933-93-066

TO ALL PARTIES :

Enclosed please find the recommendation of Hearing Dfficer
JERRY L. RUDIBAUGH . The recommendation has been filed in the
form of an Opinion and Order on:

TUCSON ELECTRIC POWER COMPANY (Rates)

Pursuant to A.A.C. R14-3-110(B) , you may file exceptions to
the recommendation of the Hearing Officer by filing an original
and ten (10) copies of the exceptions with the Commission's
Docket Control at the address listed below by gxnn pxnx on or
before:

X

AUGUST 25, 1993 by 12:00 p.m. (Noon)

11

The enclosed is £21 an order of the Commission, but a
recommendation of the Hearing Officer to the Commissioners.
Consideration of this matter has tentatively been scheduled for
the Commission's Working Session and Open Meeting to be held
on:

For more information, you may contact Docket control at
46021542-3477 or the Hearing Division at (602)542-4250.

SPECIAL OPENING MEETING ON AUGUST 926 1993 TUCSON, ARIZONA

Mavqkaws
James Matthus
XECUTIVE SECRETARY

J'l4:111
Enc.
cc: ALL PARTIES

188 west wAslan¢:ron. rnoeux. ANZONA unol / am west GONGREBS STIEET, tucson. Amon15701
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DECISION no.

IN THE MATTER OF THE APPLICATION OF )
TUCSON ELECTRIC POWER COMPANY FOR )
A HEARING TO DETERMINE THE )
EARNINGS OF THE COMPANY, THE FAIR )
VALUE OF THE COMPANY FOR RATEMAKING )
PURPOSES, TO FIX A JUST AND )
REASONABLE RATE OF RETURN THEREON )
AND TO APPROVE RATE SCHEDULES IN )
CONNECTION THEREWITH. )

)
)

IN THE MATTER OF THE APPLICATION OF )
TUCSON ELECTRIC POWER COMPANY TO )
PARTICIPATE IN THE RATE PAYOR )
ASSISTANCE TRUST FUND. )

)
)

Phase I
OPINION AND ORDER

July 21, 1993

Tucson, Arizona

DATE OF HEARING :

PLACE OF HEARING:

PRESIDING OFFICER:

IN ATTENDANCE :

Jerry L. Rudibaugh

Marcia Weeks, Chairman
Renz D. Jennings, Commissioner
Dale Morgan, Commissioner

Mr. Steven J. Glaser, chief Counsel, Ms.
Catherine n. Daranyi and ms. Kim Langdon,
Staff Attorneys, on behalf of Tucson
Electric Power Company;

Mr. K. Justin Reidhead, Chief Counsel, on
behalf of the Residential Utility Consumer
Office:
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ELLIS, BAKER a PORTER, p.c. I by Mr. Richard
L. Sallquist, on behalf of Cyprus Sierrita
corporation, ASARCO Incorporated,
International Business Machines, Arizona
Portland Cement Company, Burr-Brown
Corporation, Liquid Air Corporation, and
Hugues Missile Systems Company;
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Ms. Loretta Humphrey, Pr i nc i pa l  Ass i s tan t
city Attorney, on  behal f  of  the  c i ty  of
Tucson;

Mr. Carl Tretschok, in propr i a  person: and

Mr. Paul A. Bu l l i s , Chief Counsel, Mr.
Christopher Kempley, Assistant Chief Counsel
and Mr. Peter Breen, Staff Attorney, Legal
Division, on behalf of the Uti l i t ies
Division of the Arizona Corporation
Commission.
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BY THE comussIouz

On January 5 , 1993, Tucson Electric Power Company ("Company" or

"TEP") filed with the Arizona Corporation Commission ("Commission") an

appl i cat ion for a permanent increase i n  ra t e s . In  addi t i on , the

Company included in i ts appl ication a request for an interim increase

in base rates and a temporary fuel surcharge. Our January 28, 1993

Procedural Order set the matter for hearing commencing on July 21,

1993. On May 13, 1993, the Commission's Utilities Division Staff

("Staff") f i led a Motion to Modify Procedural  Order ("Motion") . That

Motion was granted and the hearing was bifurcated with a July 21, 1993

date for a hearing on the temporary fuel surcharge ("Phase I") and the

permanent rate increase ("Phase II") hearing commencing on August 11,

1993'.

The  Res i den t i a l  U t i l i t y Consumer office ("RUCO") , L i qu i d  A i r

Corporation, ASARCO Incorporated, Cyprus Sierr i ta Corporation

("Cyprus") , Burr-Brown Corporation, International Business Machines

Corporation, Arizona Portland Cement Company, Mr. Jim Audet, Mr. Billy

L. Burnett, Mr. wm. Booth, Mr. Carl Tretschok, Jr. , United States

Department of Defense, Mr. Irwin A. Freedman, City of Tucson, Mr. John

H. Bieging, Ms. Maureen c. Kimes, Mr. Richard E. Basye, Hugues Missile

1 Pursuant to our July 29, 1993 Procedural Order, the Phase
II port ion of the hearing has been continued unti l August 17, 1993 .
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system Company, and the Libertarian Party of Pima County have

requested and were granted intervention in this matter.

Phase I of this matter came before a duly authorized Hearing

officer of the Commission at the Commission offices in Tucson, Arizona

on July 21, 1993. Applicant, RUCO and Staff presented testimony at

the hearing. The matter' was adjourned pending submission of a

Recommended Opinion and Order to the Commission.

DISCUSSION

The Company had. a purchased. power and fuel adjustor' clause

("PPFAC') which was abolished by the Commission in 1989. The

Commission determined in Decision No. 57167, dated November 29, 1990

that TEP's PPFAC "bank balance" was under-collected by $20,307,560

during the period of July 1989 through October 25, 1989. The

Commission in Decision Nos. 57167 and 57261, dated February 14, 1991,

authorized the Company to recover those costs through a temporary fuel

surcharge on usage by all of TEP's customers. The surcharge

authorized in Decision No. 57261 was terminated on October 15, 1991

pursuant to Decision No. 57786, dated October 11, 1991.

According to TEP, it has still not collected $4,027,883 of the

under-collected PPFAC bank balance for costs incurred in 1989. In its

application, TEP had requested authority to recover the remaining bank

balance through a surcharge effective March 1, 1993 for a period of

ten months. The Company requested the surcharge to be set at $0.00082

per kilowatt-hour to be assessed on each customer's monthly bill with

the exception of certain customers on special contract rates.

Cyprus has been and still is TEP's largest customer. During the
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2 Although not listed in its application, it was

subsequently determined that the proposed exemption was to apply
solely to Cyprus.
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1989 timeframe when the PPFAC bank balance became under-collected,

Cyprus accounted for approximately 10 percent of TEP's ACC

jurisdictional Kwh sales. In early 1990, Cyprus approached TEP about

the possibility of Cyprus building its own generation facilities.

Because of the current excess capacity in this region of the country,

TEP was concerned that the loss of Cyprus would result in an

additional 76 of uncommitted capacity. As a result, TEP entered

into negotiations with Cyprus in an effort to delay Cyprus building

its own generation facilities. Those negotiations culminated with a

February 6, 1991 agreement between TEP and Cyprus entitled the

Cogeneration Deferral Agreement ("Agreement") . The Commission

approved the Agreement in Decision No. 57320, dated April 3, 1991.

The Agreement gave Cyprus a discount over previously approved rates in

order to keep Cyprus as a customer. In addition, the Agreement has an

escalation provision which requires Cyprus to pay additional amounts

for increases in energy costs. The following is a summary of the

amounts Cyprus actually paid as a result of the Agreement and what

they would have paid without the Agreement:

H W

Cyprus Cost
for Avril 91 - June 93

Pursuant to
Agreement $74,42'7.543.57
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Without
Agreement $92 I 025, 602. 43

- Esca la t ion  Cost
chorus PPFAC for April - Oct 91 for Avril 91 - Mav 93

A c t u a l l y  B i l l e d $273,801.31 $1,059,800.48

A u t h o r i z e d  t o  B i l l $2,628,493.86 - 0 -

In analyzing TEP's application for a surcharge, Staff determined

that TEP had not charged Cyprus for the previously approved surcharges

4 DECISION NO •
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in Decision Nos. 57167 and 57261. According to staff, if TEP bad not

exempted Cyprus from the Commission approved surcharges the net

remaining amount to be collected under the temporary fuel surcharge

would be $1,673,190 instead of the requested $4,027,883 (a reduction

of $2,354,693) . As part of its analysis, Staff acknowledged that the

Agreement was beneficial to TEP as well as the Company's ratepayers

since it prevented Cyprus from leaving the system. For that reason,

Staff recommended ratepayers and shareholders share in the revenue

losses due to the exemption of Cyprus from the surcharges.

Accordingly, Staff recommended the Company be authorized to collect

$1,673,190 plus one-half of $2,354,693 or a total of $2,850,536 as a

temporary surcharge during the period of September, 1993 through

December 31, 1993. Further, Staff recommended the Company be

authorized to apply the surcharge to all ACC jurisdictional sales,

including sales to Cyprus. If TEP decides to voluntarily exempt

Cyprus sales from the surcharge, then the Company should be required

to credit its deferred fuel accounts with the amount exempted.

RUCO's analysis was similar to Staff's and after determining that

TBP had exempted Cyprus from the surcharges approved in Decision Nos.

57167 and 57261, RUCO recommended that the $2,354,693 Cyprus exemption

be deducted from TEP's proposal. RUCO recommended the remaining

$1,673,190 be authorized to be collected from a11 customers, including

Cyprus, as a surcharge during the period of September through

December, 1993.

In response, the Company indicated that all the calculations for

the Agreement were performed at the base rate level. TEP was of the

opinion that inclusion of the PPFAC surcharges could have changed the

analysis from a negative benefit for cogeneration to a positive

5 DECISION NO.
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benefit. TEP was also of the opinion based on discussions with staff

in March or April of 1991, that Staff was aware that TEP was not going

to bill the surcharges to Cyprus. As a result of the Agreement, which

was based on an economic analysis that did not include the surcharges,

and the Commission's approval in Decision No. 57320, TEP concluded

that it was not authorized to bill Cyprus for the surcharges.

The Statement of Financial Accounting Standards No. 71 ("FAS No.

71") applies to regulated enterprises which meet the following

criteria:

A. The enterprise's rates for regulated service or
products provided to its customers are established by
or are subject to approval by an independent, third-
party regulator or' by its own governing board empowered
by statute or contract to establish rates that bind
customers.

B. The regulated rates are designed to recover the
specific enterprise's costs of providing the regulated
service or products.
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c. In view of the demand for the regulated services or
products and the level of competition, direct and
indirect, it is reasonable to assume that the rates set
at levels that will recover the enterprise's costs can
be charged to and collected from customers. This
criterion requires consideration of anticipated changes
in levels of demand or competition during the recovery
period for any capitalized costs.

The Company was concerned that if the Commission did not authorize

full recovery of TEP's proposed PPFAC bank balance, an objective

observer may conclude TEP is unable to recover costs. If it was then

determined that TEP no longer qualified under FAS. No. 71, TEP would

have to write-off a portion of its regulatory assets and liabilities.

Staff concluded that the Commission has set cost based rates for

fuel costs incurred during 1989. In addition, Staff indicated that it

is a commonly accepted regulatory practice that revenue losses

occurring from discounts are rarely deferred for future recovery.

•

0
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Accordingly, Staff concluded that i t s recommendation i s ent i re ly

consistent with cost based ratemaking, and that it satisfies FAS No.

71.
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3 T h e  d i s c o u n t  p e r c e n t a g e  i s  a r r i v e d  a t  b y  t h e  f o l l o w i n g

28 formula: Total Would Have paid - Total Paid with Special Contract
Total Would Have Paid.

7 DECISION NO.

We concur with Staff and RUCO's conclusion that the Company did

not receive Commission approval to exempt Cyprus from its share of the

fuel surcharge. We find that the Company's reliance on Decision No.

57320 for support that it received Commission approval is simply

misplaced. There is no language in Decision No. 57320 that refers to

the Commission approving a fuel surcharge exemption for Cyprus. We

also find that the record demonstrates that TEP had the opportunity to

collect or actually collected the fuel surcharge from Cyprus. First

of all, there were escalation costs paid by Cyprus of $1,059,800.48.

Secondly, the Company has indicated that the contract rate with Cyprus

was not broken down into base rates and a fuel surcharge but was a

negotiated total rate. The Company now wants the Commission to

conclude that the discount to Cyprus was partially to base rates and

totally to the fuel surcharge. We don't find it is necessary to reach

such a conclusion since the contract rate was a negotiated total rate.

In fact, we believe a more appropriate conclusion would be that Cyprus

received a partial discount to both base rates and to the fuel

surcharge. To date, Cyprus has received a total discount of 19.1

percents over what it would have paid without the special contract.

Hence, it can be concluded that TEP was paid 80.9 percent or

$1,904,946.27 of the $2,354,692.55 of fuel surcharges that should have

been assessed to Cyprus. We find that $1,904,946.27 should, be

deducted from the Company's requested $4,027,883 amount. As a result,

_III
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we f i n d that TEP should be author ized t o c o l l e c t an add i t i ona l

$2,122,937 through a temporary fue l  surcharge o f . 96  m i l l s  pe r  kph

dur ing the per i od beginning on September 1, 1993 and ending on

December 31, 1993. Further, we  sha l l  con t i nue  t o  au tho r i z e  TEP  t o

wooly the surcharge to all ACC jurisdictional sales. If TEP continues

to  vo luntar i ly  exempt Cyprus f rom the surcharges, TEP shal l  credi t  i ts

deferred fue l  accounts wi th  80.9 percent  o f  the amounts o f  the fue l

surcharges i t should have collected from Cyprus. The approved

surcharge will result in the following percentage of rate increase

during the four-month period:
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Class
Residential
Commercial
Industrial
Mining
Public Authorities
Average

Percentage
Increase

1.04%
.to%
1.34%
1.93%
1.38%
1.19%

After completing our analysis on this matter, we feel compelled

to state a concern that has arisen as a result of this proceeding.

The intent of TEP was certainly not clearly presented to the

Commission as part of the proceeding which resulted in Decision No.

57320. This issue reminds us too much of the 80's style of TEP

management in which the Company consistently made major decisions

without formal documentation. We did not believe it was good

management policy then nor do we now. Because this matter follows so

closely to the recent announcement of large amounts of bonuses to

upper management, our concern has been elevated and as a result we

will be closely monitoring the upcoming rate case for any other signs

of a return to the former TEP style of management which tended to

disregard its customers.

•
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* * * * * * * * * *

Having considered the entire record herein and being fully

advised in the premises, the Commission finds, concludes, and orders

M a t :4
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FINDINGS or FACT

1. TEP is an Arizona corporation engaged in providing electric

service to the public within portions of Arizona pursuant to authority

granted by this Commission.

2. On January 5, 1993, TEP filed with the Commission an

application for a permanent increase in rates.

3. Included in TEP's January 5, 1993 application was a request

for a temporary fuel surcharge.

4. Our January 28, 1993 Procedural Order set the matter for

hearing commencing on July 21, 1993.

5. On May 13, 1993, Staff filed a Motion which was subsequently

granted and the hearing was bifurcated with a July 21, 1993 date for

a hearing on Phase I and a hearing commencing on August 11, 1993 for

Phase 11.

6. A hearing was held on Phase I of this matter on July 21,

1993.

7. Pursuant to our July 29, 1993 Procedural Order, the Phase II

portion of the hearing has been continued until August 17, 1993.

8. The Company had a PPFAC which was abolished by the

Commission in 1989.

9. Pursuant to Decision No. 57167, TEP's PPFAC bank balance was

under-collected by $20,307,560 during the period of July 1989 through

October 25, 1989.

lo. Pursuant to Decision Nos. 57167 and 57261, the Company was

•

•
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authorized to recover the under-collected PPFAC costs through a

temporary fuel surcharge on usage by all of TEP's customers.

11. According to TEP, it still has not collected $4,027,883 of

the PPFAC bank balance for costs incurred in 1989.

12. Cyprus has been and still is TEP's largest customer.

13. During the 1989 timeframe when the PPFAC bank balance became

under-collected, Cyprus accounted for approximately 10 percent of

TEP's ACC jurisdictional Kwh sales.

14. In early 1990, Cyprus approached TEP about the possibility

of Cyprus building its own generation facilities.

15. There currently is an excess of power capacity in this

region of the county.

16. If had Cyprus left TEP's system, TEP would not have been

able to collect any of the deferred PPFAC costs from Cyprus.

17. TEP and Cyprus negotiated an Agreement which provided a

discount to Cyprus over previously approved rates in order to keep

Cyprus as a customer.

18. The Commission approved the Agreement in Decision No. 57320.

19. The Agreement includes an "escalation provision which

requires Cyprus to pay additional amounts for increases in energy

cost.

zo. During the period April 1991 through June 1993, Cyprus paid

$74,427,543.57 to TEP pursuant to their Agreement.

21. During the period April 1991 through June 1993, Cyprus would

have paid $92,025,602.43 to TEP pursuant to rates without the

Agreement.

22. During the period of April through October 1991, TEP billed

Cyprus for $273,801.31 as a PPFAC surcharge.

•

•
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23. During the period of April 1991 through May 1993, TEP billed

Cyprus for $1,059,800.48 escalation costs.

24. TEP was authorized to bill Cyprus for $2,628,493.86 as a

PPFAC surcharge during the period of April through October 1991.

25. TEP was paid 80.9 percent of the amount Cyprus would have

paid without its special contract rate.

26. TEP's remaining PPFAC bank balance is $2,122,937.

CONCLUSIONS or LAI

1. TEP is a public service corporation within the meaning of

Article xv of the Arizona Constitution.

2. The Commission has jurisdiction over TEP and of the subject

matter of the application.

3. Notice of TEP's application was given in accordance with the
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law.

4. A fuel adjustor surcharge of .96 mills per kilowatt hour for

TEP is just and reasonable.

5. The Commission's treatment of TEP's fuel surcharge is

consistent with cost based ratemaking and FAS No. 71.

RDE

IT IS THEREFORE ORDERED that Tucson Electric Power Company be,

and hereby is, authorized to apply a positive surcharge of .96 mills

per kilowatt hour to customer usage on and after September 1, 1993

until the fuel cost bank balance of Tucson Electric Power Company

reaches zero or until further order of the Commission.

IT IS FURTHER ORDERED that Tucson Electric Power Company shall

credit its deferred fuel charge with its revenue loss associated with

any decision to exempt any customers from the fuel surcharge approved

herein.

•

•
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IT IS FURTHER ORDERED that if Tucson Electric Power Company

continues to voluntarily exempt Cyprus from the surcharges, Tucson

Electric Power Company shall credit its deferred fuel accounts with

80.9 percent of the amount of the fuel surcharges it should have

collected from Cyprus.

IT IS FURTHER ORDERED that Tucson Electric Power Company shall

notify the Commission approximately three weeks prior to fully

recovering the bank balance and as soon as the bank balance reaches

zero shall discontinue the surcharge to customer bills automatically

without further order from the Commission.

IT IS FURTHER ORDERED that Tucson Electric Power Company shall

file monthly reports with the Commission which account for the funds

collected by the temporary fuel surcharge, and will include the amount

of the under-collected balance.
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IT IS FURTHER ORDERED that Tucson Electric Power Company shall

account for the funds recovered through the temporary fuel surcharge,

as well as any under- or over-recovered fuel costs at its next base

rate proceeding.

IT IS FURTHER ORDERED that this Decision shall become effective

immediately.

BY ORDER OF THE ARIZONA CORPORATION COMMISSION.
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CHAIRMAN com4Iss1onER commIssionER

IN WITNESS WHEREOF, 1. JAMES MATTHEWS, Executive
Secretary of the Arizona Corporation Commission, have
hereunto set my hand and caused the official seal of the
Commission to be affixed at e Capitol, in the city of
Phoenix, this day of , 1993.

JAMES MATTHEWS
EXECUTIVE SECRETARY
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TO ALL PARTIES :

Enclosed please find the recommendation of Hearing Officer
JERRY L. RUDIBAUGH . The recommendation has been filed in the

form of an Opinlon and Order on:

TUCSON ELECTRIC POWER COMPANY

(Phase I)

(Fuel Adjustor)

Pursuant to A.A.C. R14-3-110(B) , you may file exceptions to
the recommendation of the Hearing Officer b y f i l i n g  a n  o r i g i n a l
and ten (10) copies of the exceptions with the Commission's
Docket Control at the address listed below by 5:00 p.m. on or
b e f o r e :

12:00 noon on Friday, August 13, 1993

The enclosed is 291 an order of the Commission, but a
recommendation of the Hearing Officer to the Commissioners.
Consideration o f  t h i s  m a t t e r  h a s t e n t a t i v e l y b e e n  s c h e d u l e d f o r
the Commission's Working Session and Open Meeting to be held

o n : SPEC1AL OPEN MEETING WORKING sEssion AND OPEN M~ ~ETING on August 17,
at 9:30 a.m. in Tucson, Arizona ac the Arizona Corporation Commission
400 West Congress Street.
For more information, you may contact Docket control at

(602)542-3477 or the Hearing Division at (602)542-4250.
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DECISICN no.

IN THE MATTER OF THE APPLICATION OF )
TUCSON ELECTRIC POWER COMPANY FOR )
A HEARING TO DETERMINE THE )
EARNINGS OF THE COMPANY, THE FAIR )
VALUE OF THE COMPANY FOR RATEMAKING )
PURPOSES, TO FIX A JUST AND )
REASONABLE RATE OF RETURN THEREON )
AND TO APPROVE RATE SCHEDULES IN )
CONNECTION THEREWITH. )

)
)

IN THE MATTER OF THE APPLICATION OF )
TUCSON ELECTRIC POWER COMPANY TO )
PARTICIPATE IN THE RATE PAYOR )
ASSISTANCE TRUST FUND. )

)
)

Phase I
OPINION AND CRDER

July 21, 1993

Tucson, Arizona

DATE OF HEARING:

PLACE OF HEARING:

PRESIDING OFFICER:

IN ATTENDANCE:

Jerry L. Rudibaugh

Marcia Weeks, Chairman
Renz D. Jennings, Commissioner
Dale Morgan, Commissioner

APPEARANCES : Mr. Steven J. Glaser, Chief Counsel, Ms.
Catherine N. Daranyi and Ms; Kim Langdon,
Staff Attorneys, on behalf o f Tucson
Electric Power Company;

Mr. K.
beha l f
O f f i c e :

Justin Reidhead, Chief Counsel, on
of the Residential  Uti l i ty Consumer
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E LL I S , BAKER 6 PO R T E R ,  p . c .  I  b y  M r .  R i c h a r d
L . S a l l q u i s t , o n  b e h a l f  o f  C y p r u s  S i e r r i t a
C o r p o r a t i o n , ASARCO I n c o r p o r a t e d ,
I n t e r n a t i o n a l B u s i n e s s Mach i n es , A r i z o n a
P o r t l a n d Cement Company , Bu r r -Brown
C o r p o r a t i o n , L i q u i d A i r C o r p o r a t i o n , and
Hughes  M i s s i l e  Sys t ems  Company;
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Ms. Loretta Humphrey, Principal Assistant
city Attorney, on behalf of the city of
Tucson;

Mr. Carl Tretschok, in propria person; and

Mr. Paul A. Bullis, Chief Counsel, Mr.
Christopher Keeley, Assistant Chief Counsel
and Mr. Peter Breen, Staff Attorney, Legal
Division, on behalf of the Utilities
Division of the Arizona Corporation
Commission. .

BY THE COMMISSIONS

On January 5, 1993, Tucson Electric Power Company ("Company" or

"TEP") filed. with the Arizona Corporation Commission ("Commission") an

application for a permanent increase in rates. In addition, the

Company included in its application a request for an interim increase

in base rates and a temporary fuel surcharge. Our January 28, 1993

Procedural Order set the matter for hearing commencing on July 21,

1993. On May 13, 1993, the Commission's Utilities Division staff

("Staff") filed a Motion to Modify Procedural Order ("Motion") . That

Motion was granted and the hearing was bifurcated with a July 21, 1993

date for a hearing on the temporary fuel surcharge ("Phase I") and the

permanent rate increase ("Phase II") hearing commencing on August 11,

19931.

The Residential Utility Consumer Office ("RUCO") , Liquid Air

Corporation, ASARCO Incorporated, Cyprus sierrita Corporation

("Cyprus") , Burr-Brown Corporation, International Business Machines

Corporation, Arizona Portland Cement Company, Mr. Jim Audet, Mr. Billy

L. Burnett, Mr. Wm. Booth, Mr. Carl Tretschok, Jr. , United States

Department of Defense, Mr. Irwin A. Freedman, City of Tucson, Mr. John

H. Bieging, Ms. Maureen c. Kimes, Mr. Richard E. Basye, Hughes Missile
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1 Pursuant to our July 29, 1993 Procedural Order, the Phase
II portion of the hearing has been continued until August 17, 1993 .
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System Company, and the Libertarian Party of Pima County have

requested and were granted intervention in this matter.

Phase I of this matter came before a duly authorized Hearing

Officer of the Commission at the Commission offices in Tucson, Arizona

on July 21, 1993. Applicant, RUCO and Staff presented testimony at

the hearing. The matter was adjourned pending submission of a

Recommended Opinion and Order to the Commission.

DISCUSSION

The Company had a purchased power and fuel adjustor clause

("PPFAC") which was abolished by the Commission in 1989. The

Commission determined in Decision No. 57167, dated November 29, 1990

that TEP's PPFAC "bank balance" was under-collected by $20,307,560

during the period of July 1989 through October 25, 1989. The

Commission in Decision Nos. 57167 and 57261, dated February 14, 1991,

authorized the Company to recover those costs through a temporary fuel

surcharge on usage by all of TEP's customers. The surcharge

authorized in Decision No. 57261 was terminated on October 15, 1991

pursuant to Decision No. 57786, dated October 11, 1991.

According to TEP, it has still not collected $4,027,883 of the

under-co11ected PPFAC bank balance for costs incurred in 1989. In its

application, TEP had requested authority to recover the remaining bank

balance through a surcharge effective March 1, 1993 for a period of

ten months. The Company requested the surcharge to be set at s0.00082

per kilowatt-hour to be assessed on each customer's monthly bill with

the exception of certain customers? on special contract rates.

Cyprus has been and still is TEP's largest customer. During the

z Although not listed in its application, it was
subsequently determined that the proposed exemption was to apply
solely to Cyprus.

•
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1989 timeframe when the PPFAC bank balance became under-collected,

Cyprus accounted for approximately 10 percent of TEP's ACC

jurisdictional Kwh sales. In early 1990, Cyprus approached TEP about

the possibility of Cyprus building its own generation facilities.

Because of the current excess capacity in this region of the country,

TBP was concerned that the loss of Cyprus would result in an

additional 76 MW of uncommitted capacity. As a result, TEP entered

into negotiations with Cyprus in an effort to delay Cyprus building

its own generation facilities. Those negotiations culminated with a

February 6, 1991 agreement between TEP and Cyprus entitled the

Cogeneration Deferral Agreement ("Agreement") . The Commission

approved the Agreement in Decision No. 57320, dated April 3, 1991.

The Agreement gave Cyprus a discount over previously approved rates in

order to keep Cyprus as a customer. In addition, the Agreement has an

escalation provision which requires Cyprus to pay additional amounts

for increases in energy costs. The following is a summary of the

amounts Cyprus actually paid as a result of the Agreement and what

they would have paid without the Agreement:

Cyprus Cost
for April 91 - June 93

Pursuant to
Agreement $74,427,543.57
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Without
Agreement $92,025,602.43

Escalation Cost
Cyprus PPFAC for April - Oct 91 for April 91 - may 93

Actually Billed $273,801.31 $1,059,800.48

Authorized to Bill $2,628,493.86 -0-

In analyzing TEP's application for a surcharge, Staff determined

that TEP had not charged Cyprus for the previously approved surcharges

•
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in Decision Nos. 57167 and 57261. According to Staff, if TEP had not

exempted Cyprus from the Commission approved surcharges the net

remaining amount to be collected under the temporary fuel surcharge

would be $1,673,190 instead of the requested $4,027,883 (a reduction

of $2,354,693). As part of its analysis, Staff acknowledged that the

Agreement was beneficial to TEP as well as the Company's ratepayers

since it prevented Cyprus from leaving the system. For that reason,

Staff recommended ratepayers and shareholders share in the revenue

losses due to the exemption of Cyprus from the surcharges.

Accordingly, Staff recommended the Company be authorized to collect

$1,673,190 plus one-half of $2,354,693 or a total of $2,850,536 as a

temporary surcharge during the period of September, 1993 through

December 31, 1993. Further, Staff recommended the Company be

authorized to apply the surcharge to all ACC jurisdictional sales,

including sales to Cyprus. If TBP decides to voluntarily exempt

Cyprus sales from the surcharge, then the Company should be required

to credit its deferred fuel accounts with the amount exempted.

RUCO's analysis was similar to Staff's and after determining that

TEP had exempted Cyprus from the surcharges approved in Decision Nos.

57167 and 57261, RUCO recommended that the $2,354,693 Cyprus exemption

be deducted from TEP's proposal. RUCO recommended the remaining

$1,673,190 be authorized to be collected from all customers, including

Cyprus, as a surcharge during the period of September through

December, 1993.

In response, the Company indicated that all the calculations for

the Agreement were performed at the base rate level. TBP was of the

opinion that inclusion of the PPFAC surcharges could have changed the

analysis from a negative benefit for cogeneration to a positive

•
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benefit. TBP was also of the opinion based on discussions with Staff

in March or April of 1991, that staff was aware that TEP was not going

to bill the surcharges to Cyprus. As a result of the Agreement, which

was based on an economic analysis that did not include the surcharges,

and the Commission's approval in Decision No. 57320, TEP concluded

that it was not authorized to bill Cyprus for the surcharges.

The Statement of Financial Accounting Standards No. 71 ("FAS No.

71"). applies .to regulated enterprises which meet the following

criteria:

A. The enterprise's rates for regulated service or
products provided to its customers are established by
or are subject to approval by an independent, third-
party regulator or by its own governing board empowered
by statute or contract to establish rates that bind
customers.

B. The regulated rates are designed to recover the
specific enterprise's costs of providing the regulated
service or products.
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c. In view of the demand for the regulated services or
products and the level of competition, direct and
indirect, it is reasonable to assume that the rates set
at levels that will recover the enterprise's costs can
be charged to and collected from customers. This
criterion requires consideration of anticipated changes
in levels of demand or competition during the recovery
period for any capitalized costs.

The Company was concerned that if the Commission did not authorize

full recovery of TEP's proposed PPFAC bank balance, an objective

observer may conclude TEP is unable to recover costs. If it was then

determined that TEP no longer qualified under FAS. No. 71, TEP would

have to write-off a portion of its regulatory assets and liabilities.

Staff concluded that the Commission has set cost based rates for

fuel costs incurred during 1989. In addition, Staff indicated that it

is a commonly accepted regulatory practice that revenue losses

occurring from discounts are rarely deferred for future recovery.

•

6 DECISION NO •



4 DOCKET no. U-1933-'93-°006 ET AL.

Accord ing ly, S t a f f concluded tha t i t s recommendation i s e n t i r e l y

cons i s t en t  w i th  cos t  ba sed  r a temak ing ,  and  tha t  i t  s a t i s f i e s  FAS No .

71.

the

percentage is
- Total Paid

Total Would Have Paid.

4.

1

2

3

4 We concur with Staff and RUCO's conclusion that the Company did

s not receive Commission approval to exempt Cyprus from its share of the

6 fuel surcharge. We find that the Company's reliance on Decision No.

7 57320 for support that it received Commission approval is simply

8 misplaced. There is no language in Decision No. 57320 that refers to

9 the Commission approving a fuel surcharge exemption for Cyprus. We

10 also find that the record demonstrates that TEP had the opportunity to

11 collect or actually collected the fuel surcharge from Cyprus. First

12 of all, there were escalation costs paid by Cyprus of $1,059,800.48.

13 The fact that this amount was for increases in energy costs indicates

14 it is little more than a fuel surcharge albeit by a different name.

15 Secondly, the Company has indicated that the contract rate with Cyprus

16 was not broken down into base rates and a fuel surcharge but was a

17 negotiated total rate. The Company now wants the Commission to

18 conclude that the discount to Cyprus was totally to base rates. We

19 don't find it is necessary to reach such a conclusion since

20 contract rate was a negotiated total rate. In fact, we believe a more

21 appropriate conclusion would be that Cyprus received a discount to

22 both base rates and to the fuel surcharge. To date, Cyprus has

23 received a total discount of 19.1 percent' over what it would have

24 paid without the special contract. Hence, it can be concluded that

25 TOP was paid 80.9 percent or $1,904,946.27 of.the $2,354,692.55 of

26 fuel surcharges that should have been assessed to Cyprus. With that

27 |
3 The discount arrived at by the following

28 formula: Total Would Have Paid with Special Contract
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said, we could simply take RUCO's recommendation and remove from the

remaining bank balance all of the fuel surcharge that should have been

or was collected from Cyprus. However, there are other factors we

need to consider. None of the parties disputed the. fact that the

Agreement did not provide benefits to TEP's ratepayers by keeping

Cyprus on the system. Although Cyprus benefited from the 1989 fuel

costs, it is undisputed that if Cyprus left TEP's system the Company

could not have backfilled Cyprus for the old fuel costs. Assuming TEP

had acted in a reasonable and prudent manner during the negotiations

but Cyprus still left the system, the fuel costs attributable to

Cyprus could have been collected from the remaining ratepayers of TBP.

Hence, there is little doubt that TEP's ratepayers benefited from the

Agreement. We also acknowledge that the fuel costs which TBP desires

to collect are approximately four years old. As a result, we believe

there should be some sharing of the costs to keep Cyprus on the

system.

We find that Staff's recommendation is the only one that

recognizes the sharing of the costs. Based on all the above, we will

approve Staff's recommendation that TEP be authorized to collect 50

percent of the revenue losses resulting from TBP's decision to exempt

Cyprus from surcharges. Consistent with Staff's recommendation, we

find that TEP should be authorized to collect an additional $2,850,536

through a temporary fuel surcharge of 1.29 mills per kph during the

period beginning on September 1, 1993 and ending on December 31, 1993.

Further, we shall continue to authorize TEP to apply the surcharge to

all ACC jurisdictional sales. If TEP continues to voluntarily exempt

Cyprus from the surcharges, TEP shall credit its deferred fuel

accounts with the revenue loss resulting from its decision to exempt

•
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approved surcharge will result in the

percentage of rate increase during the four-month period:

Cyprus . The following

Class
Residential
Commercial
Industrial
Mining
Public Authorities
Average

Percentage
Increase

1.4%
1.2%
1.8%
2.6%
.8
.6

After completing our analysis on this matter, we feel compelled

to state a concern that has arisen as a result of this proceeding.

While the handling of the Cyprus fuel surcharge may have been only a

misunderstanding between TEP and Staff, the intent of TEP was

certainly not clearly presented to the Commission as part of the

proceeding which resulted in Decision No. 57320. This issue reminds

us too much of the 80's style of TBP management in which the Company

consistently made major decisions without formal documentation. We

did not believe it was good management policy then nor do we now.

Because this matter follows so closely to the recent announcement of

large amounts of bonuses to upper management, our concern has been

elevated and as a result we will be closely monitoring the upcoming

rate case for any other signs of a return to the former TEP style of

management which tended to disregard its customers.

* * * * * * * *

Having considered. the entire record herein and being fully

advised in the premises, the Commission finds, concludes, and orders

that:

* *
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nubxues or rncr

1. TEP is an Arizona corporation engaged in providing electric

service to the public within portions of Arizona pursuant to authority
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4 granted by this Commission.

2. On January 5, 1993, TEP filed with the Commission an

application for a permanent increase in rates.

3. Included in TEP's January 5, 1993 application was a request

for a temporary fuel surcharge. ' . '

4. Our January 28, 1993 Procedural Order set the matter for

hearing commencing on July 21, 1993.

5. On May 13, 1993, Staff filed a Motion which was subsequently

granted and the hearing was bifurcated with a July 21, 1993 date for

a hearing on Phase I and a hearing commencing on August 11, 1993 for

Phase II.

6.
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A hearing was held on Phase I of this matter on July 21,

1993.

7. Pursuant to our July 29, 1993 Procedural Order, the Phase II

portion of the hearing has been continued until August 17, 1993.

8. The Company had a PPFAC which was abolished by the

Commission in 1989.

9. Pursuant to Decision No. 57167, TEP's PPFAC bank balance was

under-collected by $20,307,560 during the period of July 1989 through

October 25, 1989.

10. Pursuant to Decision Nos. 57167 and 57261, the Company was

authorized to recover the 'under-collected. PPFAC costs through a

temporary fuel surcharge on usage by all of TEP's customers. .

11. According to TEP, it still has not collected $4,027,883 of

the PPFAC bank balance for costs incurred in 1989.

12. Cyprus has been and still is TEP's largest customer.

13. During the 1989 timeframe when the PPFAC bank balance became

under-collected, Cyprus accounted for approximately lo percent of

•
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TEP's ACC jurisdictional Kwh sales.

14. In early 1990, Cyprus approached TEP about the possibility

of Cyprus building its own generation facilities.

15. There currently is an excess of power capacity in this

region of the county.

16. If had Cyprus left TEP's system, TBP would not have been

able to collect any of the deferred PPFAC costs from Cyprus.

- 17. TEP and Cyprus negotiated an Agreement which provided a

discount to Cyprus over previously approved rates in order to keep

Cyprus as a customer.

18. The Commission approved the Agreement in Decision No. 57320.

19. The Agreement includes an escalation provision which

requires Cyprus to pay additional amounts for increases in energy

cost.

20. During the period April 1991 through June 1993, Cyprus paid

$74,427,543.57 to TEP pursuant to their Agreement.

21. During the period April 1991 through June 1993, Cyprus would

have paid $92,025,602.43 to TEP pursuant to rates without the

Agreement.

22. During the period of April through October 1991, TEP billed

Cyprus for $273,801.31 as a PPFAC surcharge.

23. During the period of April 1991 through may 1993, TEP billed

Cyprus for $1,059,800.48 escalation costs.

24. TEP was authorized to bill Cyprus for $2,628,493.86 as a

PPFAC surcharge during the period of April through October 1991.

25. TBP either collected the authorized riel surcharge from

Cyprus or exempted Cyprus from a portion of those costs.

26. TEP's remaining PPFAC bank balance is $2,850,536.
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CONCLUSIONS or

1 . TBP i s  a  pub l i c  se rv i ce  co rpo ra t i on  w i t h in  t he  mean ing  o f

A r t i c l e  xv  o f  t he  A r i z ona  Cons t i t u t i on .

2 . The Commission has jur isdict ion over TEP and of  the subject

mat t e r  o f  t he  app l i ca t i on .

3 . Not ice of  TEP's appl icat ion was given in accordance with the

LAI

law.

4. A fuel adjustor surcharge of 1.29 mills per kilowatt hour

for TEP is just and reasonable.

5. The Commission's treatment of TEP's fuel surcharge is

consistent with cost based ratemaking and FAS No. 71.

ORDER
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IT IS THEREFORE ORDERED that Tucson Electric Power Company be,

and hereby is, authorized to apply a positive surcharge of 1.29 mills

per kilowatt hour to customer usage on and after September 1, 1993

until the fuel cost bank balance of Tucson Electric Power Company

reaches zero or until further order of the Commission.

IT IS FURTHER ORDERED that Tucson Electric Power Company shall

notify the Commission approximately three weeks prior to fully

recovering the bank balance and as soon as the bank balance reaches

zero shall discontinue the surcharge to customer bills automatically

without further order from the Commission. .

IT IS FURTHER ORDERED that Tucson Electric Power Company shall

file monthly reports with the Commission which account for the funds

collected by the temporary fuel surcharge, and will include the amount

of the under-collected balance.

12 DECISION NO.
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IT IS FURTHER ORDERED that Tucson Electric Power Company shall

account for the funds recovered through the temporary fuel surcharge,

as well as any under- or over-recovered fuel costs at its next base

rate proceeding. .

IT IS FURTHER ORDERED that this Decision shall become effective

immediately.

BY ORDER OF THE ARIZONA CORPORATION COMMISSION.

CHAIRMAN COMMISSIONER commIssIonER

I N WITNESS WHEREOF, I . JAMES MATTHEWS, Executive
Secretary of the Arizona Corporation Commission, have
hereunto set my hand and caused the official seal of the
Commission to be affixed at the Capitol, in the city of
Phoenix, this day of , 1993.

JAMES MATTHEWS
EXECUTIVE SECRETARY
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CHAIRMAN

MARCIA WEEKS
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DALE H. MORGAN
COMMISSIONER

DOCKET no. U-1933-92-101

DECISION no.

IN THE MATTER OF THE APPLICATION OF )
TUCSON ELECTRIC POWER COMPANY FOR )
AN ORDER AUTHORIZING IT TO ENTER )
INTO VARIOUS AGREEMENTS RELATING TO )
ITS RESTRUCTURED OBLIGATIONS FOR )
(1) COAL.AND TRANSPORTATION )
CONTRACTS, (2) SPRINGERVILLE UNIT )
no. 1 LEASES, (3) SPRINGERVILLE )
common FACILITIES LEASES, (4) )
IRVINGTON UNIT no. 4 LEASE, (5) )
VALENCIA LEASES, (6) CERTAIN DEBT )
TRANSACTIONS AND (7) TO RECLASSIFY )
PREFERRED STOCK INTO SHARES OF )
COMMON STOCK AND TO ISSUE COMMON )
STOCK AND WARRANTS EXERCISABLE FOR )
SHARES OF COMMON STOCK TO CERTAIN )
CREDITORS AND LEASE PARTICIPANTS. )

) OPINION AND ORDER

July 13, 14, and 15, 1992

Tucson, Arizona

DATES OF HEARING:

PLACE OF HEARING:

PRESIDING OFFICER:

IN ATTENDANCE:

Jerry L. Rudibaugh

Renz D. Jennings, Chairman
Marcia Weeks, Commissioner
Dale H. Morgan, Commissioner

APPEARANCES : Mr. Steven J. Glaser,
Department, on behalf of.
Power Company:

Manager, Legal
Tucson Electric

ALAGIA, DAY, TRAUTWEIN & SMITH, by Mr. David
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DOCKET no. U-1933-92-101

1 BY THE COMMISSIONS

2

3 the

4

5

6 1992.

7

8

9

On April 10, 1992, Tucson Electric Power Company ("TEP" or

"Company") filed with Arizona Corporation Commission

("Commission") an application for an Order authorizing financing and

related transactions. An April 20, 1992 Procedural Order set the

above-entitled matter for hearing commencing on July 7,

Pursuant to a July 1, 1992 Procedural order, the initial hearing date

was subsequently changed to July 13, 1992.

The Arizona Residential Utility Consumer Office ("RUCO"), certain

10

11

12

holders of the Auction Series A Preferred Stock and Pacificorp

Securities, Inc. ("Preferred Stockholders") requested and were granted

intervention in this matter.

13 a

This matter came on for hearing before

atOfficer of the Commission the

14

15

duly authorized Hearing

Commission's offices in Tucson, Arizona on July 13, 1992. TEP, RUCO,

Preferred Stockholders, and the Commission's Utilities Division staff

16

17

18

("Staff") appeared through counsel. At the conclusion of the hearing,

the matter was adjourned pending submission of a Recommended Opinion

and Order by the Presiding Officer to the Commission.

19 DISCUSSION

20

21

In the early 1980's, TEP had an excess of generating capacity.

The excess was due to a loss of industrial load and from TEP's

22

23

24

decision to build plant prior to actual need. As a result, TEP formed

a new subsidiary, Alamito Company ("Alamito") , that was established to

wholesale business to market the excess

25

26

27

handle TEP's capacity.

Springerville Unit No. 1 with a generating capacity of 360 MW and San

Juan Unit No. 3 with a generating capacity of 244 MW were both

TEP and its subsidiary Alamito entered intotransferred to Alamito.

28 a Power Sale Agreement ("Agreement") whereby TEP agreed to purchase

2
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1

2 This was

3

the entire output generated by Alamito for twelve years. The terms of

the Agreement were clearly one-sided in favor of Alamito.

not important as long as Alamito was a TEP subsidiary. However, the

4 management/directors of TEP approved a spin-off of Alamito with the

5 Subsequently, there was a

6

7

8

one-sided Agreement st i l l i n place.

leveraged buyout o f Alamito which resulted i n a sale t o Catalyst

Energy Corporation ("Catalyst") in June 1986 at a sales price of $232

mil l ion above the book value at the time of sp in-of f . Pursuant to

9 terms of the Agreement, TEP was obligated to pay an inflated price for

10 In October of 1986, TEP and Alamito amended their Agreement

11 Pursuant to the Amended Agreement, the

12

power.

( "Amended Agreement") .

requirement for TEP to purchase power from San Juan Unit No. 3 was

13

14

15 2014 I

16

terminated as of May 31, 1989 and the requirement to purchase power

from the Springerville Unit No. 1 plant was extended through the year

The Amended Agreement also provided for the sale and leaseback

of Springerville Unit No. 1 at a price that exceeded the depreciated

17 cost $220 million. sale and leaseback of

18

19

20

original by The

Springerville Unit No. 1 was completed in December 1986. As a result,

TEP was paying lease payments which incorporated the inflated sale of

Springerville Unit No. 1.

21

Up until mid-1989, TEP had a contract with

San Diego Gas and Electric ("SDG&E") and as a result was able to pass

22

23

24

25

26

27

28

on the inflated power costs to SDG&E. The contract with SDG&E expired

in May 1989 and TEP was left with an obligation to purchase power at

a Price well above what it could resell the same power on the open

market. At about the same time frame, Alamito had its name changed to

Century Power Corporation ("Century").

Also during the 1980's time period, TEP diversified into non-

utility areas such as car leasing, real estate, security investments,

3
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hotels, and motels. The non-utility areas flourished for a period of

time, however, most of the diversified areas turned sour at almost the

same time the SDG&E contract expired. Hence, there was a double drain

4 on TEP.

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

In an effort to alleviate its financial situation, TEP filed for

an $80 million rate increase with the Commission. In Decision No.

56659, dated October 24, 1989, the Commission approved an increase in

revenues of $43 million. A major portion of the difference in the

amounts requested and granted was due to disallowances related to the

Alamito spin-off. There was a combined imprudence and excess capacity

adjustment of $45.5 million to TEP's operating expenses. At about the

same time, the Commission filed a complaint with the Federal Energy

Regulatory Commission ("FERC") against century regarding the Alamito

spin-off and subsequent sale and leaseback, of Springerville Unit

no. 1. On April 30, 1991, an Administrative Law Judge ("ALJ") issued

a decision which upheld the Commission on substantially all of its

claims. Although FERC has yet to issue a final decision, the ALJ

decision would require that Century refund approximately $200 million

to TEP and prospectively reduce the demand charges under the Restated

2 O Agreement • TEP estimated that the demand charge reduction in 1993

21

22

23

24 a11 ,~of its

25

26

27

28

pursuant to the ALJ decision would be from $21.3 per kw per month to

$15.93 per kw per month.

Eventually, TEP reached a point whereby it simply could not pay

billS; In January 1991, TEP instituted a payment

moratorium on the following: all credit obligations (except first

mortgage bonds and the 6.26 percent series of industrial development

bonds) ; all significant lease obligations; the Century Power sale

Agreement to the extent of rent due under the Springerville Unit No. 1

4
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1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

lease by century; and a portion of the amounts due under coal and

transportation supply contracts.

As a result of TEP's payment moratorium, on July 16, 1991, a

group of owner participants in the Company's sale and lease

transactions filed Involuntary Petitions for reorganization of the

Company under Chapter 11 of the U.S. Bankruptcy Code in the United

States Bankruptcy Court for the District of Arizona. Meanwhile, TEP

had filed an application for another rate increase in September 1990.

Rate settlement discussions were subsequently entered into among TEP,

staff and various creditors. As a result of those discussions, a rate

settlement agreement was filed in September 1991 and approved by the

Commission in mid-october of 1991. Commission approval was on an

interim basis subject to resolution of the Involuntary Petitions by

December 31, 1991. The Company continued to negotiate with creditors

throughout October, November, and December of 1991. The company was

able to reach sufficient agreements with creditors such that the

Involuntary Petitions were dismissed. by the Bankruptcy Court on

December 31, 1991. on the same date, the Commission made permanent

the interim rates approved in October.

20

21

22

23

24

25 Both the common and preferred stockholders must

26

27 Hence,

28

In March 1992, the Company filed a preliminary proxy statement

with the Securities and Exchange Commission ("SEC") outlining its

restructuring plan. The Company is currently waiting for SEC approval

of the preliminary statement and at the time of the hearing

anticipated. filing a definitive proxy statement with its shareholders

by mid-August, 1992.

approve the Company's overall plan of restructuring. The Company also

needs Commission approval of the restructuring transactions.

application with theon April 10, 1992, the Company filed its

5
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1

2

3

Commission requesting authorization to enter into various agreements

relating to its restructuring obligations.

Restructured Coal and Transportation contracts

4

5 a_nd transportat ion contracts f o r  t he  Spr i nge rv i l l e

In November 1991, TEP completed renegotiation of i t s  coa l supply

and Irvington

6 generating stations. a TEP

7

8

Valencia Energy Company ("Valencia") ,

subsidiary, acquires coal for the Springerville units from the Santa

Fe Pacific Coal Company ("Santa Fe") . The coal is then transported to

9

10

11

the Springerville units pursuant to a contract with the Atchison,

Topeka & Santa Fe Railway Company ("AT&S") . In general, the coal and

transportation contracts were renegotiated to reduce the current

12

13

14

15

16

17

delivered price of coal by 12 percent and to reduce future price

escalations by approximately 50 percent. In addition, AT&S agreed to

forgive $3.4 mill ion of the $7 mill ion of payments withheld during

TEP's payment moratorium. TEP is requesting Commission approval to

issue a note to repay the remaining $3.6 million of withheld payments.

The note would be for three years with an annual interest rate of 8

18 percent »

19

20 The coal is  then

21

22 The

23

24 At the

25

26

TOP acquires coal for the Irvington unit from Pittsburgh and

Midway Coal Mining company ("Pittsburgh Coal") .

transported to Irvington pursuant to contracts with the Southern

Pacific Transportation Company ("Southern Pacific") and AT&S.

contracts with Pittsburgh coal had "take or pay" provisions that

committed TEP to coal delivery f at in excess of its needs.

time the contractS were entered into, TEP planned to convert all four

units at Irvington from gas-fired to coal-fired units.

27

28

Subsequently,

only one has been converted resulting in the excess coal commitment.

The renegotiated contract reduced future take or pay obligations by 60

•

•

6
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1

2

3

percent as well as reduced future price escalations by 50 percent.

The transportation contracts with AT&S and Southern Pacific were

modified to

4

5

6

7 million.

reduce rates by over 20 percent and future price

escalations were reduced by over 35 percent.

The Company estimated that the revised coal and transportation

contracts result in a net present value savings of approximately $280

revised coal andRUCO and staff concurred that the

8

9

transportation contracts would result in a net savings to TBP.

Further, both recommended approval of TEP's proposed $3.6 million note

10 with AT&S • W e concur.

11 Bank Obligations

12

13

The Company has a revolving credit agreement ("Old Revolving

Credit") with a syndicate of 12 banks which provides for borrowing up

14 to $150 million. The agreement had an expiration date of May 1991.

15

16

17

18

TEP is currently in default on the agreement for the full commitment

of $150 million. In addition, a subsidiary of Valencia, Gallo Wash

Development Company ("Gallo Wash") , entered into a term loan agreement

("Gallo Wash Loan") with Bank of America National Trust andthe

19

20

Savings Association.

a debt of $24 million.

Gallo Wash and TEP are currently in default on

TEP and its subsidiaries are also in default

21

22

23

24

on five separate lines o f credit with five separate banks ("Bank

Line") totaling $69.8 million. In addition to the principal owed on

the bank debts and credit lines, TEP owed $29 million of interest that

was withheld during the payment moratorium. All of the monies owed

25 are unsecured.

26

27

28

TEP and the banks have reached agreement to consolidate all

existing obligations into a New Term Loan of $243 million, repayable

during the time period of 1997-1999, with an interest rate set at .5

7



\

DOCKET no. U-1933-92-101

1

2

3

percent over the London Interbank Offered Rate ("LIBOR") . Although

the New Term Loan will carry a variable interest rate, TEP has entered

into a contract with another banking inst i tut ion which i n effect

4 In addition, the banks would

5

capped the interest rate at 6 percent.

Qffer a $50 million

6

7

8

9

10

11

revolving credit for seasonal working capital

requirements. In exchange for these new agreements, the banks will be

issued shares of TBP common stock equivalent to a 20 percent equity

interest in the Company. In addition, the New Term Loan will be

secured by a first mortgage lien on Springerville Unit No. 2 and the

revolving credit loan will be secured by a second mortgage on the

Both Staff and RUCO agreed that the

12

13

14

remaining utility assets of TEP.

restructured bank agreements would provide the Company with necessary

financial flexibility and liquidity on reasonable rems. Accordingly,

Staff and RUCO recommended approval of the $243 million New Term Loan.

15

16

17

18

We concur that the New Term Loan which consolidates the old Revolving

Credit, Gallo Wash Loan, and Bank Lines will help provide the Company

with long-term cash flexibility. Hence we will approve the New Term

Loan with the requested security.

19 Short-Term Debt

20

21

22

Pursuant to A.R.S. §40-302(D) , TEP can issue short-term debt not

exceeding seven percent of total capitalization without Commission

approval.

23

24

25

As previously noted, TEP and the banks have reached

agreements whereby the banks will provide a $50 million revolving

credit line without draw down to be utilized for working capital

purposes.

26

During each twelve-month period, the Company must fully

repay the revolving credit line without draw down for at least 30

27

28

consecutive days. TEP is requesting authority to issue the $50

million of revolving credit over and above the statutory limit.

•

8
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1

2

3

staff recommended denial of the request to exceed the statutory

l imi t since the Company has fa i l ed  to state a purpose for needed

monies in excess of the seven percent l im i t .

4

5

6

7

8

9 TEP indicated

10

11

According to Staff,

seven percent of the capital structure after .restructuring would be

approximately $100 million. In response, the Company indicated it was

simply seeking the flexibility to meet intra-year cash requirements.

The Company believes it should have short-term borrowing capability in

the range of $170 to $200 million, or approximately six months of cash

expenses, to deal with intra-year cash fluctuations.

that Staff's $100 million calculation did not include capital leases

TEP has sold and leased backas part of its total capitalization.

12

13

14

15

16

approximately $1 billion of assets which do not appear on its balance

sheet. TEP argued that its size and thus cash requirements were more

accurately measured by including the capital leases as part of i t s

capitalization. According to TBP, the resulting cash requirement

would be within the $170 to $200 million range needed by the Company.

17 we concur that it is

18

19

20

Because TEP i s so highly leveraged,

important for the Company to have sufficient flexibility to issue

short-term debt to meet intra-year cash requirements. Although the

seven percent statutory limit would normally provide such flexibility,

21

22

23

24

25

26

27

we concur with the Company that its size and needs are going to be

understated because the leased assets do not appear as part of its

capitalization. As a result, we will authorize the Company to borrow

short-term debt (both statutory and non-statutory) in the total amount

of $150 million. That will provide the Company with the $50 million

revolving credit line as well as the estimated seven percent of the

post-restructured capital.

28

•

•

0

9



DOCKET no. U-1933-92-101

1 Letters of Credit

2 All of TEP's variable rate tax-exempt pollution control and

3

4

5

6

7

8

9

10

11

industrial development bonds ("IDes") are supported by letters of

credit ("Letters") . The aforementioned bonds have a demand feature

which allows the bondholder to return the bond to a re-marketer on a

specific monthly date and the bondholder will receive its principal.

The re-marketing agent must then find another purchaser. The Letters

are agreements between TEP and banks whereby the banks will purchase

any bond for which the re-marketing agent cannot find purchasers.

The Company has 11 separate reimbursement agreements with eight

individual banks under which Letters have been issued by the banks to

12 enhance TEP'S IDes. In 1990, TEP issued $20.0 million of 1990 Pima A

13

14

15

16

17 bank .

18

Bonds. However, the Company has not been able to receive the proceeds

from these bonds because it has not been able to secure a Letter to

support the bonds. TEP has requested approval to issue $20.8 million

of first mortgage bonds to provide security to the prospective Letter

The additional amount in excess of the principal is to provide

This request was unopposed and

19

20

21
The

22

23

24

25

26

up to 90 days of accrued interest.

accordingly, we will approve the same.

Also in 1981, TEP issued $100 million of Apache B Bonds which are

currently supported by a Letter and a reimbursement agreement.

reimbursement agreement is secured by $100 million of first mortgage

bonds. The bank which issued the Letter now wants an additional $3.6

million in collateral to cover its liability for 90 days of interest

on the bonds. Hence, TEP is requesting authorization to issue an

additional $3.6 million of bonds to be used as collateral for the

27 Letter bank. This request was unopposed and accordingly we will

28 approve the same.

•

•

•

10
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1

3

4

Irvington Unit No. 4 Lease. Springerville Common Facilities Lease, and
the Valencia Coal Handlinq Facilities Lease

In 1985, TEP entered into a sale and leaseback of Irvington Unit No.

4 ("Irvington Lease") which runs through the year 2011. During its

payment moratorium, TEP withheld approximately $6 million of rent
5

6

7

8

9

10

11

12
payments.

principal payments during the next four years resulting in higher rent

payments. on December 31, 1991, TEP repaid approximately 50 percent

of the withheld rent payments and has agreed to repay the remaining

withheld payments at the closing of the restructuring. TEP and the

lessons have reached an agreement to modify their original lease to

change from a variable interest rate to a fixed rate of 7.25 percent.

Further, the payments would be converted from semi-annual to monthly

TEP would not makePursuant to the modified lease,

13
payments in the following years.

14
In 1985, TEP also entered into a sale and leaseback o f the

15

16 common

17

18

19

20

21 I n

22

23

24

25

26
under the leases.

27

Company's undivided one-half ownership iNterest in the

facilities at Springerville ("Springerville Common Facilities Lease")

which runs through the year 2016. During the payment moratorium, the

Company withheld rent payments totaling approximately $10 million.

TEP and the lessons have reached an agreement to modify their original

lease which would capitalize the withheld interest payments.

addition, TEP would not make principal payments for the next eight

years resulting in higher rent payments in the following years.

In 1984, Valencia entered into a sale and leaseback of the coal-

handling facilities serving the Springerville Generating Station

("Valencia Lease") . The Company has guaranteed Valencia's obligations

During the payment moratorium, Valencia withheld

rent payments of approximately $20 million. TEP and the lessons have
28

•

11
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1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17 Lease.

18

19

20

21

reached an agreement to modify the original Valencia Lease which would

capitalize the withheld interest payments.

The Company has requested that the Commission authorize the

amendments to the Irvington, Springerville Common Facilities, and

Valencia leases. RUCO indicated that the restructured leases would

defer, not reduce, TEP's obligations. However, RUCO concurs with the

restructured leases since TEP's cash flow projections' indicate that

the Company will be able to better support higher payments in future

years. Staff did not oppose the restructured leases, but was of the

opinion that the Commission had previously authorized the original

leases and any amendments thereto in Decision Nos. 55820 (December 23,

1987), 55119 (July 24, 1986), and 53815 (November 11, 1983). Staff

did recommend that Decision Nos. 53815 and 55820 be amended to rescind

all authority previously granted to TEP to guarantee debt of Valencia

other than the lease obligations.

The Commission in Decision No. 55820 had approved the Irvington

There was also language contained in that Decision which

approved amendments thereto. In the following ordering paragraph

there is language which makes it clear that even with any amendments

the lease being approved must be substantially in the same form as

admitted into evidence:

22

23

24

25

"IT IS FURTHER ORDERED that the execution,
delivery and performance by TEP of any documents,
supplements and amendments thereto, reasonably
necessary to effectuate or facilitate the sale
and leaseback transactions approved above,
including but not limited to execution, delivery,
and performance of the Participation Agreement,
the Lease Agreement, the Easement Agreement and

26

27

28

1 TEP's cash flow projections are based on the assumptions
that it will average annually for the period 1992-2000 a compounded
growth for rate increases, sales volume growth, and expense growths of
2.4 percent, 3.2 percent, and 2.2 percent, respectively.

•
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1

2

3

Deed of water and Water Rights, the Tax Indemnity
Agreement, and the Fac i l i t y Support Agreement,
substant ia l l y  in the forms admi tted herein into
evidence, are hereby authorized and approved.
(Emphasis added) .

4

5

6

We are not convinced that the modified lease entered into by TEP would

be substant ial l y i n the same form as previously admitted into

we concur w i th  TEP that  addi t i ona l  approva l  i sevidence. HenceI

7 needed .

8

9 future rate

10

11 The No.

12

13

In addition, Staff and RUCO recommended and TEP concurred

that the Commission's approval of the amendments would not constrain

the Commission from disallowing related costs in

proceedings if those costs are found to be unreasonable.

Commission in Decision 55119 had approved the

Springerville Common Facilities Lease. Contained in the ordering

portion of Decision No. 55119 was language approving amendments to the

14 terms of  the operat ing l ease. For that  reason, Staff  was of  the

15
I n

16

17

18

opin ion that  addi t i onal  approval  was not needed at  th i s t ime.

reviewing Decision No. 55119, i t i s not clear that approval of

amendments was meant to go on into perpetuity. Clearly the Commission

i n  1986 cou l d  not  have env i s i oned the  rest ructur i ng that TEP is
19

20

Hence, we must conclude that Decision No. 55119 did not

to

21

undergoing.

grant approval the amendments to the Springerv i l l e common

Fac i l i t i es  Lease  entered i n to as  part  o f  TEP 's  rest ructur i ng p l an .

22 Accordingly, we will approve the amendment as entered into by TEP. In

23 addi t ion, Staff and RUCO recommended and TEP concurred that the

24 amendments would not constra in the

25

26

Commission's approval of the

Commission from disal lowing related costs in future rate proceedings

i f those costs are found to be unreasonable.

27

28

The Commission had previously approved TEP's request to transfer

assets to Valencia and to guarantee debt of Valencia in an amount not

•
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1

3

4

to exceed a total of $200 million (See Decision No. 53815).

Subsequently, in Decision No. 55820 the Commission granted TEP

authority to guarantee additional debt of Valencia in the amount of

$75 million.

5

staff concluded that the CommisSion had not previously

approved the lease entered into by valencia and could see no reason to

6 Under the terms of the amended

7

8 million.

approve any amendment at this time.

lease, TEP will guarantee debt of Valencia up tO an amount of $188

For that reason, Staff recommended that the Commission

9

10

11

12

rescind TEP's authority to guarantee Valencia debt in excess of the

amended lease obligations or $188 million. We concur with staff that

the previous decisions which granted TEP authority to guarantee up to

$275 million of Valencia debt should be amended downwards to $188

13 million. Further, we agree that the Valencia Lease does not require

14

15

16

17

18

19

20

21

22

Commission approval.

Century Power Contract

Century leases Springerville Unit No. 1 under a leveraged lease

arrangement which expires in 2015. In turn, TEP is obligated to make

payments to Century pursuant to the Amended Agreement. As a result of

its payment moratorium, TEP withheld approximately $49 million of

payments to Century in 1991. century and TEP have reached agreements

which would remove Century as the operator of Springerville Unit No.

1. TEP estimated it could save $3 to $4 million annually by becoming

23 the direct operator of Springerville Unit No. 1. TEP and Century

24

25

26

27

28

reached additional agreements which included the following: TEP's

obligations under the lease would be evidenced by a promissory note

issued by TEP to the owner trustee and assigned by the owner trustee

to the indenture trustee for the debt participants; all portions of

rent payments withheld during the payment moratorium which would have

•

14
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1

2

3

4

5

6
l

7

8

9

10

11

12

13

14

15

16

been applied to interest payments on the lease debt will be waived;

the balance of withheld rent payments will be included in future rent

payments and recovered over the term of the restructured leases; a TEP

contingent liability to compensate the Springerville Unit No.1 lessor-

owners for adverse tax rulings which could have cost the Company as

much as $271 million will be deleted; TEP's payments over the next

several years will be reduced and increased thereafter TEP will issue

common stock to the lease debt participants and the owner participants

in the springerville Unit No 1 lease in the amount of 20 percent and

10 percent, respectively, of the total number of shares to be

outstanding upon the consummation of the restructuring plan; the

Company will also issue warrants to the owner participants in the

Springerville Unit No. 1 lease to purchase 7.5 percent of the total

number of shares to be cmtstanding upon the consummation of the

restructuring plan at an exercise price of $4.00 per share: and the

Commission will be required to withdraw its FERC proceeding against

17

18

19
I

\
2G l

21

22

23

24

25

26

27

28

Century.

TEP estimated its restructured agreement with Century will result

in a net present value savings of over $110 million. Pursuant to the

Amended Agreement, TEP's 1992 demand charges would average $21.30 per

KW per month and increase to $29.33 per KW per month by the end of the

contract term in 2015. The restructured agreement would reduce the

1992 demand costs to $17.27 per KW per month which would increase to

$31305 per KW per month by the end of the contract.

RUCO recommended approval of the STEp-century restructuring,

including the requirement that the Commission withdraw its FERC

complaint. RUCO's analysis of Century's finances revealed a company

that was in even worse financial straits than TEP. In fact, Century

•
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1

2

3

4

5
RUCO

6

7

currently has an involuntary Chapter 11 reorganization pending. Rico

concluded that even if the Commission successfully culminated its FERC

complaint, Century would not be able to pay substantial refunds. In

addition, RUCO was of the opinion that many of the accommodations

negotiated from Century were as a result of the FERC complaint.

also recommended that the Commission include a provision that the

approvals granted herein do not determine future ratemaking treatment.

8

9

10

Staff was also generally in support of the STEp-century restructuring

agreements with the following two conditions. First, the dismissal of

the Commission's

11

12

complaint against Century a t FERC should b e

simultaneous with the closing of the restructuring plan which closing

reflects substantially the same terms as those described in TEP's

13 application. Second, the dismissal of the Commission's complaint

14

15 cap any

against century at FERC should be conditioned on agreement by TEP to

future rate requests for Springerville Unit No. 1 revenue

16 Those two values are the

17

requirement at the lower of two values.

market price for power consistent with the

18

settlement agreement

adopted by the Commission in TEP's 1991 rate case and the level

19

20

21

22

23

24 costs related t o the proposed

25

equivalent to the charges under the restated agreement which would

have been produced by the FERC ALJ proposed decision. In addition,

Staff concluded that Commission approval was not necessary for TEP to

enter into a lease for Springerville Unit No. 1. Lastly, Staff

recommended that the approvals granted in this matter do not determine

the /ratemaking treatment of

transactions.

26

27

28

In response, TEP concurred that any ratemaking treatment of the

proposed transactions should be determined in future rate proceedings .

For that reason, TEP did not agree wi th Staff 's recommendation to

16
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1 place cap

2

a on  fu tu re  ra te  requests  f or  Spr i ngerv i l l e  Un i t  No. 1

TEP was also concerned that absent Commission

3 TEP

4

5

6

7

8

revenue requirements.

approval of the Unit 1 lease, the restructuring may not close.

was of the opinion that Commission approval of the lease was required

for several reasons. First, the lease transaction incorporates the

issuance by TEP of notes as evidence of TEP's obligation to pay rent.

Second, the Public Utility Holding Company Act of 1935 ("1935 Act")

requires that absent one or more applicable exemptions the owner of

9

10

11

12

13

14

any  f a c i l i t y  f o r  t he  gene ra t i ng , t ransmi ss i on  or  d i s t r i bu t i on  o f

e l ec t r i c  energy  for  sa l e  i s  an  "e l ec t r i c  u t i l i t y  company" . Hence,

absent an exemption, the owner participants in the Unit 1 lease would

consti tute an electric ut i l i ty company. An exemption exists pursuant

to Rule 7(d) of  the 1935 Act  i f  the regulat ing commiss ion hav ing

ju r i sd i c t i on over the lessee's rates and services has

15 approved the terms of the lease.

expressly

TEP acknowledged that should the

16 Commission authorize the lease transactions, the Commission would in

17

18

no way be restricted to any particular ratemaking treatment.

We with TEP that the lease transaction with

19

concur the

incorporation of the issuance by TEP of a note would be a "note and

20

21

22

23

other evidence of indebtedness" which requires Commission approval

pursuant to A.R.S. §§40-301 and 302. we concur with Staff, RUCO, and

the Company that Commission approval of the lease does not in any

manner restrict the Commission's treatment of the lease for future

24

25

ratemaking proceedings. RUCO had some good observations regarding the

withdrawal of the FERC complaint.

26

In  sp i te  o f  that ,  we  s t i l l  agree

with Staff that there needs to be conditions

27 withdrawal  of the Commission's complaint.

28

attached to any

We agree t o t a l l y  w i t h

Staff 's recommendation that any dismissal  of the FERC complaint be

17
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1 We also concur

2

3

tied to the actual closing of the restructuring plan.

that dismissal of the complaint should be conditioned on agreement by

Under no circumstances

4

5

6 That gain was a direct result of .the egregious

7

TEP to cap future rate requests for Unit 1.

can this Commission accept the $220 mill ion gain on the sale of

Springerville Unit No. 1 being included as part of the costs for

ratemaking purposes.

Agreement and Amended Agreement and

8

must not be passed onto

ratepayers. Since the FERC ALJ decision eliminates the aforementioned

9 gain in arriving at its demand charges, we believe that is the

10

11

12

13

14

15

16

17

18

19

20

21

22 However, the Company has not had a shareholder

23

24

25

26

127

28

appropriate approach to use in future rate cases. We recognize that

using the FERC methodology provides a slightly higher demand charge

than the current market price, however, the lease of Springerville

Unit No. 1 would have been an appropriate long-term lease at the time

entered into absent inclusion of the gain on the sale.

Reclassification of Preferred Stock to Common Stock

The Company has outstanding 128,000 shares of $100 Par Value

Preferred Stock and 770 shares of No-par Preferred Stock ("No-Par").

The No-par stock has voluntary liquidation preference of $77 million.

No dividends have been paid on any of the preferred stock since

December 1990. As a result, the preferred shareholders have the right

to elect a majority of the Board of Directors at the next annual

shareholder meeting.

meeting since May 1991.
.

/ One of the requirements for creditors and lease participants, who

hold obligations which are senior in priority to the preferred stock,

to convert portions of their obligations to common stock was that

preferred stock also be reclassified to common stock. As a result,

TEP proposed to reclassify the preferred stock to an interest of 20

18
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1
I n

2

3

percent o f the Company's common stock after restructuring.

addition, the dividend requirement which would have been payable on

would be canceled. The existing common

4

the preferred stock

stockholders were to

5

maintain an interest of 30 percent after

Because of liquidation preference, the Preferred

6

restructuring.

Stockholders filed opposition to the 20 - 30 percent split between

7

8

9

10

11

stockholder classes. In its rebuttal, the Company reversed the 20 -

30 percent split such that the preferred stockholders would end up

with 30 percent of the post-restructured common stock. At the

hearing, the Preferred Stockholders indicated 30 percent was still not

sufficient.

12

13

According to Staff, the reclassification of preferred shares into

common shares has both benefits and detriments for preferred

14 shareholders.

15

16

The primary benefit to preferred shareholders is that

they will be giving up stock for which there currently is no market

and no dividend in exchange for stock that is marketable.

17

18

19

The primary

detriment is that the preferred stockholders will be giving up their

liquidation preference in the event of involuntary liquidation. staff

concluded that the issuance of additional common stock was beneficial

20 and recommended approval of the reclassification of the preferred into

21 common stock.

22

23

24

25

26

27

28

There appeared to be no dispute that the appropriate post-

restructuring ownership percentage of the combined preferred and

common stockholders should be 50 percent. Hence, we will approve the

issuance of additional shares of common stock to the preferred

stockholders such that the current holders of preferred and common

stock will own 50 percent of the post-restructured common stock. This

will permit the preferred and common shareholders an opportunity to
•

19
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1

2

3 in the best interest of both o f

4

5

approve a division of shares other than the 30 - 20 percent proposed.

Based on the Company's current financial condition, we believe it is

groups shareholders to approve a

restructuring outside of bankruptcy. Both groups could easily end up

receiving little or nothing from a bankruptcy reorganization.

6 SUMMARY

8 out through the open barn door.

9

10

11

12

13

14

15

16

In the 1980's, TEP was like a feisty and strong horse galloping

2 For awhile it thrived in the wide

open spaces. However, when the drought came, the horse came limping

home to its barn to be revitalized. Now the door is closed again and

the only question remaining is whether or not the horse can be saved.

Clearly the financial collapse of this once proud Company resulted

from TEP's management imprudence and abuses of the 1980's. The

Commission could simply deny the application in this matter which

would force the Company into bankruptcy or approve the application in

hopes that the new management of TEP can breathe new life into the

17 Al l  the part ies in th i s matter have praised TEP's

18 There were areas for which concerns were

19

struggl ing beast.

overal l  restructuring plan.

expressed, but overal l  the opinions were that the restructuring plan

20 was bet ter then the uncerta int i es that  a bankruptcy  would sure l y

21 bring . The restructuring plan consi sted of  agreements to reduce

22 The

23

24

25

expenses, defer expenses, and exchange l iabi l i t ies for equity.

common stockholders are bearing the brunt of the restructuring as

di lut ion of  thei r stock wi l l  resul t  in a 100 percent ownership being

reduced to approximately 20 percent at completion of restructuring.

26

28

2 It was the Commission's intent with the recent approval of
its "Affiliated Interest Rules" (A.A.C R14-2-801, et al.) that the
barn door would not be left open for future "horses" to wander out of
the barnyard.

.27

7

20
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1 The

2

3

4

5

6

7

8

This dilution follows several years of a plummeting stock price.

overall success of the plan is dependent upon the Company being able

to sustain moderate sales growth and control its costs. staff and

RUCO agreed that the Company's projected sales. growth was reasonable.

The Commission concurs with giving the new management the opportunity

to successfully complete the restructuring plan. However, with that

said, the Commission can not and will not permit TEP to pass on the

inflated tocosts o f Alamitos fiasco

9

10

11

12 that

13

14

15 W e

16

17

ratepayers. TEP's

management/shareholders must bear the brunt of those losses now and

into the future. Even without passing through these inflated costs,

the cash-flow analysis provided by TEP in its application indicates

the Company can successfully complete its restructuring plan

absent any significant adverse change. The Company is in the process

of divesting itself of all remaining non-utility assets so that it can

focus all of its energy and attention on its utility business.

believe it will take the Company's entire effort over the next decade

to regain its financial health.

*18 * * * * * * * * *

19 Having considered the entire record . herein and being fully

20 advised in the premises, the Commission finds, concludes, and orders

21 that :

22 FINDINGS OF FACT

23 1. TEP is an Arizona corporation engaged in the business of

24

25

providing electric utility service to the public within portions of

Pima and Cochise Counties, Arizona, pursuant to authority granted by

26 this Commission.

27 2. In the early 1980's, TEP had excess generating capacity.

28

21
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1

2

3

4

5 4.

6

7 5.

8

9

10 6.

11

12 7.

13

14 8.

15

16

17 9.

18 10.

19

3. The Commission in Decision No. 53815 approved the transfer

of Springerville Unit No. 1 and San Juan Unit No. 3 from TEP to its

wholly own subsidiary Alamito for the purpose of separating TEP's

wholesale and retail business.

TEP and Alamito entered into an Agreement whereby TEP agreed

to purchase the entire output from Alamito for 12 years.

In December 1984, TEP's Board of Directors approved a spin-

off of Alamito with the Agreement still in place and without the

benefit of any economic analysis.

In June 1986, Alamito was sold to Catalyst at a sales price

of $232 million above the price at the time it was spun-off.

Alamito sold and leased back Springerville Unit No. 1 at a

price that exceeded the depreciated original cost by $220 million.

TEP's purchased power expenses include the increased lease

payments to recover the premium over book value resulting from the

sale and lease back.

Alamito subsequently changed its name to Century.

During the 1980's, TEP diversified into non-utility areas

such as car leasing, real estate, security investments, hotels and

20 motels .

21 11. Most of TEP's non-utility businesses flourished for awhile,

22

23

but began to lose money in the latter part of the 1980's.

12. TEP's Agreement with Alamitos

24

25

and the poor financial

performance of the non-utility businesses were two of the principal

reasons TEP began experiencing financial difficulties in the late

26 1980'S.

27

28

13. TEP reached a point whereby it simply could not pay all of

its bills and in January 1991, TEP instituted a payment moratorium on

•

22
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1

2

3

4 o f

5

the following: all credit obligations (except first mortgage bonds and

the 6.26 percent series of industrial development bonds) ;

significant lease obligations; the Century Power Sale Agreement to the

extent rent due under the Springerville Unit No. 1 lease by

the anda portion o f amounts due under coal

6

7

Century; and

transportation supply contracts.

14.

8

The Commission filed a complaint with FERC against century

regarding the Alamito spin-off and subsequent sale and leaseback of

9

10

11

12

13

14

Springerville Unit No. 1.

15. On April 30, 1991, an ALJ for the FERC issued a decision

which upheld the Commission on substantially all of its claims and

determined that TEP should receive full economic benefit of the gain

on the sale and leaseback by prospectively reducing the demand charges

set forth in the Amended Agreement.

15 16. Century currently has a n involuntary Chapter 11

16

17

18

19

20

21

reorganization pending.

17. On July 16, 1991, a group of owner participants in sale and

lease transactions filed Involuntary Petitions for reorganization of

the Company under Chapter 11 of the Bankruptcy Code.

18. In October 1991, the Commission approved an interim rate

increase for TEP subject to resolution of the Involuntary Petitions by

22

23 19.

24

25

26

27

December 31, 1991.

During the months of October, November and December, 1991,

TEp renegotiated many of its agreements with creditors.

20. By December 31, 1991, TEP had reached sufficient agreements

with its creditors such that the Involuntary Petition was dismissed

and the interim rates approved by the Commission in October 1991 were

28 made permanent.

•
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1

2

3

4

21. On April 10, 1992, TEP filed an application with the

Commission requesting authority to enter into agreements relating to

its restructuring obligations.

has22. coal railroad

5

6

7

TEP renegotiated i t s supply and

transportation contracts resulting in reductions both in price and

take or pay quantities with an estimated net present value savings of

$280 million over the life of the contracts. .

8 23.

9

10

11

TEP and its bankers have reached an agreement to consolidate

the old Revolving Credit, Gallo Wash Loan, and Bank Lines into a New

Term Loan in the amount of $243 million repayable in 1997 through

1999, with an interest rate at .5 percent over the LIBOR.

12 24.

13

TEP has entered into a contract with another banking

institution which in effect capped the interest rate on the New Term

14

15

16
l

17

Loan at six percent.

25. The New Term Loan bankers have also agreed to provide TBP

WIMP a $50 million revolving credit for seasonal working capital

requirements.

18 26. TEP estimated it will need to borrow approximately $170

19

20 27.

21

22

23

24

25

million to cover short-term cash requirements.

In exchange for the New Term Loan and revolving credit line,

the banks will be issued shares of TEP common stock equivalent to a 20

percent equity interest in the Company after re-structuring.

28. The New Term Loan and revolving credit line will be secured

by awfirst mortgage lien on Springerville Unit No. 2 and the revolving

credit line will be secured by a second mortgage on the remaining

26 assets of TEP.

27

28

24

1

i.

l
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1 29.

2

3

The Company has requested authority to enter into the $50

million revolving credit line over and above its statutory short-term

limit.

4 30. TEP's capital structure is understated because over $1

5

6

billion of leased assets do not appear as part of its capitalization.

The Commission in Decision No. 55820 approved the sale and31.

7

8

leaseback of Irvington Unit No. 4.

TEP and the lessons of the Irvington lease have entered into32.

9 a modified lease which would result in no principal payments for four

10

11 33.

12

13

years and higher payments in the following years.

TEP will repay all of the withheld rent payments to the

lessons of the Irvington lease prior to closing of the restructuring.

The Commission in Decision No. 55119 approved TEP's sale and34.

14

15

leaseback Cf the Company's undivided one-half ownership interest in

the common facilities at Springerville.

16 35. TEP and the lessor of the Springerville Common Facilities

17 Lease have reached agreement to modify their original lease which

18 would capitalize approximately $10 million of withheld interest

19 payments •

20 36.

21

22 37.

23 authority to guarantee

In 1984, Valencia entered into a sale and leaseback of the

coal-handling facilities serving the Springerville Generating Station .

The Commission, in Decision Nos. 53815 and 55820 granted TEP

debt of Valencia in an amount up to $275

24 million.

25 38. TEP and the lessons of the Springerville coal-handling

26 facilities have reached an agreement to modify the original Valencia

27 lease which capitalizes approximately $20 million of withheld interest

28 payments I

•

•

•

25
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1 39. Pursuant theto amended Valencia leases, TEP guarantees

2 Valencia debt up to $188 million.

3 40. century leases Springerville Unit No. 1 under a leveraged

4 lease arrangement which expires in 2015.

5 41. TEP is obligated to make payments to century pursuant to the

6 Amended Agreement.

7 42. TEP's payments to Century incorporate the $220 million gain

8 on the sale and leaseback of Springerville Unit No. 1.

9 43. TEP and Century have reached a restructured agreement which

10

11

TEP estimates will result in a net present value savings of over $110

million.

12

13

44 a

following :

14

15

16

17

18

19

20

21

22

23

24

25

26

27

28

The STEp/century restructured agreement provides. for the

TEP°s obligations under the lease would be evidenced by a

promissory note issued by TEP to the owner trustee and assigned by the

owner trustee to the indenture trustee for the debt participants; all

portions of rent payments withheld during the payment moratorium which

would have been applied to interest payments on the lease debt will be

waived; the balance of withheld rent payments will be included in

future rent payments and recovered over the term of the restructured

leases; a TEP contingent liability to compensate the Springerville

Unit No.1 lessor-owners for adverse tax rulings which could have cost

the Company as much as $271 million will be deleted; TEP's payments

over the next several years will be reduced and increased thereafter;

TEpwill issue common stock to the lease debt participants and the

owner participants in the Springerville Unit No 1 lease in the amount

of 20 percent and 10 percent, respectively, of the total number of

shares to be outstanding upon the consummation of the restructuring

plan: the Company will also issue warrants to the owner participants

•
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1

2

3

4

in the Springerville Unit No. 1 lease to purchase 7.5 percent of the

total number of shares to be outstanding upon the consummation of the

restructuring plan at an exercise price of $4.00 per share; and the

Commission will be required to withdraw its FERC proceeding against

5

6

Century.

45. The Company has outstanding 128,000 shares of $100 Par Value

7 Preferred Stock and 770 shares of No-par Stock.

8 46. No dividends have been paid on any of the preferred stock

9 since December 1990.

10 47.

11

12

TEP has proposed that the preferred stock be converted to

common stock such that the preferred shareholders would end up with 30

percent of the post-restructured common stock.

13 48. TEP has proposed that the current preferred and common

14 stockholders own a combined 50 percent of the post-restructured common

15 stock .

16 49.

17

18

19 50.

20

In 1990, TOP issued $20.0 million of 1990 Pima A Bonds but

has been unable to receive the proceeds because it has not been able

to secure a Letter to support the bonds.

TEP has requested approval to issue $20.8 million of first

mortgage bonds to provide security to the prospective ~Letter bank for

21

22 51.

23

24

the 1990 Pima A Bonds including 90 days of interest.

In 1981, TEP issued $100 million of Apache B Bonds which are

secured by $100 million of first mortgage bonds.

TEP has requested approval to issue an additional $3.6

25

26

I 52.

million of first mortgage bonds to be used as collateral for 90 days

of interest on the Apache B Bonds.

27

28

•

•

27
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TEP approval the

2 restructuring plan does not imply cost approval for rate making

1 53. concurs that the Commission o f

3 purposes •

4 54.

5

6

7

TEP'S post-restructuring cash flow analysis for the period

1992 through 2000 indicates that the Company will have sufficient cash

to meet its operating requirements as well as its projected capital

additions.

8 55.

9

10

11

12

TEP's cash flow analysis assumes an annual compounded growth

for rate increases, sales volume growth, and expense growth of 2.4

percent, 3.1 percent, and 2.2 percent, respectively.

56. The Company's current stockholders are bearing the brunt of

the restructuring as dilution of their stock will result in 100

13 approximately 20 percent at

14

percent ownership being reduced to

completion of restructuring.

15 OF LAW

16

17

CONCLUSIONS

TEP is a public service corporation within the meaning of

Article xv of the Arizona Constitution and A.R.S. §§40-285, 40-301 and

18 40-302 •

19 2. The Commission has jurisdiction over TEP and of the subject

20

21

matter of the application.

Notice of TEP's application was given in accordance with the3.

22 law.

23 4.

24

25

26

27 5.

28

To the extent that the proposed short-term financing would

cause TEP to exceed the exemption set forth in A.R.S. §40-302(D) , said

financing should be approved up to the total statutory and non-

statutory amount of $150 million.

The transactions approved herein are for lawful purposes

which are within the corporate Powers of the Company, are compatible

•

•
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1

2

3

with the public interest with sound financial practices, and with the

proper performance by the company of service as a public service

corporation, and will not impair its ability to perform that service.

4 ORDER

5

6

7

8

9

_ IT IS THEREFORE ORDERED that Tucson Electric Power Company be,

and the same is hereby, authorized to issue a long-term promissory

note for $3.6 million to the Atchison, Topeka and Santa Fe Railway

Company under the terms and conditions and for the purposes set forth

hereinabove.

10

11

12

13

14

15

16

17

18

19

20

21

22

23

IT IS FURTHER ORDERED that Tucson Electric Power Company be, and

the same is hereby, authorized to issue $243 million of long-term

indebtedness pursuant to its New Term Loan with its existing banks.

IT IS FURTHER ORDERED that Tucson Electric Power Company is

authorized to secure its New Term Loan with a first mortgage lien on

Springerville Unit No. 2.

IT IS FURTHER ORDERED that Tucson Electric Power Company be, and

the same is hereby, authorized to issue and/or reissue short-term debt

in the amount up to $150 million, which authority includes the

statutory authority of Tucson Electric Power Company to issue short-

term debt under A.R.S. §40-302(D).

IT IS FURTHER ORDERED that Tucson Electric Power Company is

authorized to secure its $50 million revolving credit loan with a

general second mortgage on Tucson Electric Power Company utility

24 assets •

25

26

27

28

IT IS FURTHER ORDERED that the authorization granted to Tucson

Electric Power Company in Decision No. 56809, dated November 29, 1990,

to issue $200 million of short-term debt in excess of the statutory

limitation be, and the same is hereby, rescinded.

•
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1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

IT IS FURTHER ORDERED that Tucson Electric Power company is

hereby authorized to issue shares of no-par value common stock for

distribution to its existing banks pursuant to the New Term Loan in an

amount equivalent to a 20 percent equity interest in the post-

restructured Company.

IT IS FURTHER ORDERED that Tucson Electric Power Company is

hereby authorized to issue shares of no-par value common stock for

distribution to the lease debt participants in the Springerville Unit

No. 1 Lease pursuant to the New Term Loan in the amount equivalent to

a 20 percent equity interest in the post-restructured Company.

IT IS FURTHER ORDERED that Tucson Electric Power Company is

hereby authorized to issue shares of no-par value common stock for

distribution to the owner participants in the Springerville Unit No.

1 Lease pursuant to the New Term Loan in the amount equivalent to a

ten percent equity interest in the post-restructured Company.

IT IS FURTHER ORDERED that Tucson Electric Power company is

hereby authorized to issue shares of no-par value common stock for

distribution to the current preferred stockholders such that the

current common stockholders and current preferred stockholders will

own a combined common stock percentage of 50 percent of the post-

21

22

23

24

25

26

27

28

restructured Company.

IT IS FURTHER ORDERED that Tucson Electric Power company is

hereby authorized to issue warrants to the owner participants in the

Springerville Unit No. 1 Leases to purchase up to 7.5 percent of the

total number of shares to be outstanding upon the consummation of the

restructuring plan at an exercise price of $4.00 per share.

IT IS FURTHER ORDERED Tucson Electric Power Company, be and the

same is hereby, authorized to issue up to $20.8 million of long-term
•
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1

2

3

4

5

6

7

8

9 IT IS

10

11

12 IS

13

14

15

16

17

debt represented by First Mortgage Bonds to service TEP's obligations

relating to the 1990 Pima A Bonds or the reimbursement obligations

relating thereto.

IT IS FURTHER ORDERED Tucson Electric Power Company, be and the

same is hereby, authorized to issue up to $3.6 million of long-term

debt represented by First Mortgage Bonds to further secure TEP's

obligation relating to the 1981 Apache B Bonds or the reimbursement

obligations relating thereto.

FURTHER ORDERED that Tucson Electric Power Company is

hereby authorized to amend the Springerville Common Facilities leases

as set forth in its application. .

IT FURTHER ORDERED that Tucson Electric Power Company is

hereby authorized to lease the Springerville Unit No. 1 as set forth

in its application.

IT IS* FURTHER ORDERED that Tucson Electric Power Company is

hereby authorized to amend the Irvington lease as set forth in its

application.

18

19

20

21

22

IT IS FURTHER ORDERED that the previous authority granted to

Tucson Electric Power Company in Decision Nos. 53815 and 55820 to

guarantee debt of Valencia Energy company in an amount not to exceed

$275 million is hereby amended downwards tO an amount not to exceed

$188 million.

23

24

25

26

27

IT IS FURTHER ORDERED that the Director of the Legal Division

shall request a dismissal of the Commission's complaint against

Century Power Company i n  t h e  F e d e r a l Energy Regu la tory Commission

Docket No. EL89-18-000, e t  a l .  , a f ter  Tucson E lectr ic  Power  Company

has met the following conditions:

28

•

•
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TEP must agree in writing that any future rate requests not

include either directly or indirectly any portion of the

gain on the sale and leaseback of Springerville Unit No. 1;

and, .

Any dismissal of the FERC complaint must be

concurrently with the closing of the restructuring plan.

IT IS FURTHER. ORDERED that Tucson Electric Power is hereby

authorized to execute, deliver and perform any and all documents

reasonably necessary or in the judgment of TEP desirable to effectuate

or facilitate the authorizations granted hereinabove.

IT IS FURTHER ORDERED that approval of the financing and related

transactions as set forth in the application and authorized

hereinabove does not constitute or imply approval or disapproval by

the Commission of any particular expenditures for purposes of

establishing just and reasonable rates.

IT IS FURTHER ORDERED that this Decision shall become effective

immediately.

BY ORDER OF THE ARIZONA CORPORATION COMMISSION.

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

CHAIRMAN commissioner commIssIonER

IN WITNESS WHEREOF, I , JAMES MATTHEWS, Executive
Secretary of the Arizona Corporat ion Commission, have
hereunto set my hand and caused the off icial seal of the
commission to be af f i xed a t  the Capi to l ,  in  the c i ty o f
Phoenix, this day of , 1992.

\

23

24

25

26

7

JAMES MATTHEWS
EXECUTIVE SECRETARY

28 DISSENT
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9
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28
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DOCKET NO. U-1933-90-243

DECISION NO.

IN THE MATTER OF THE APPLICATION OF )
TUCSON ELECTRIC POWER COMPANY FOR )
AN ORDER PERMITTING THE COMPANY TO )
COLLATERALIZE ITS AUTHORIZED SHORT- )
TERM DEBT. )

) ORDER

Open Meeting
November 28, 1990
Phoenix, Arizona

BY THE COMMISSION:

On August to, 1990, Tucson Electric Power Company ("TEP" or

"Company") filed with the Arizona Corporation Commission

("Commission") an application for an Order authorizing

col lateralization of its short-term debt. On October 30, 1990 the

Commission's Utilities Division staff ("Staff") filed its Staff

Report in which it recommended approval of the application without

a hearing. On November 9, 1990 TEP filed comments to the Staff

Report. On November 16, 1990 staff filed a response.

1

2

3

4

5

6

'7

8

9

10

11

12

13

14

15

16

1'7

18

19

20

21

22

23

24

25

26

27

28

DISCUSSION

TEP currently has authorization to guarantee short-term debt of

$87 million for its utility-related subsidiary Valencia Energy

Company ("Valencia") pursuant to Decision Nos. 53815 (dated

November 28, 1983) and 55820 (dated December 23, 1987) . Those

Decisions granted the Company authorization to guarantee up to $275

million and to date, the Company has guaranteed $188 million which

leaves the aforementioned $87 million. The Company was also

authorized in Decision No. 56809 (dated February 1, 1990) to issue

1

11111-111
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2

3

4

5

6

'7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

up to $200 million of short-term debt with specified limitations.

According to Staff's analysis, the Company can still issue up to $98

million of short-term debt pursuant to that Decision as well as an

additional $128 million pursuant to A.R.S. § 40-302(D) . In spite of

this authorization, the Company has been experiencing difficulty

obtaining loans because of cash flow problems.

As of December, 1989, the Company had $300 million of short-

term credit commitments from various banks. Since that time, $80

million of those commitments have been withdrawn because of the

Company's current financial condition. Further, the Company has

indicated additional commitments are expected to be withdrawn unless

the credits can be extended on a secured basis. Lastly, the Company

has indicated it has been unable to borrow monies on a long-term

basis.

24

25

26

27

28

The Company is currently negotiating with a group of banks for

a new secured revolving credit facility ("Facility") which would

provide TEP up to $350 million of short-term borrowing capability.

In addition to other requirements, the Facility would require the

following financial covenants which were not required by the

Company's previous credit facilities:

(a) The Company would be required to maintain a cash flow,

including cash from the liquidation of the Company's

investment subsidiaries, to support an interest paid

coverage ratio of not less than 1.0 times in order that

$220 million of the commitment would be available. The

2 Decision No.
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coverage ratio would have to be higher in order to have

amounts in excess of $220 million available; and

(b) The Company would be required to maintain a minimum equity

level of 25 percent of total capitalization.

Based on the above, TEP filed its August to, 1990 application,

in which it requested an Order containing the following approvals

and authorizations:

1. Authorizing the Company to (a) secure or
collateralize any or all of its authorized
short-term debt, (b) secure or collateralize
its authorized guaranty of any or all of its
Utility-Related Subsidiaries, (c) cause any or
all of its Utility-Related Subsidiaries to
secure or collateralize any or all of their
short-term debt, or (d) do any combination of
the foregoing; and,

2. Authorizing the Company to execute, deliver and
perform, and/or to cause its Utility-Related
Subsidiaries to execute, deliver and perform,
such mortgages, deeds of trust, pledge
agreements, security agreements and such other
agreements and instruments covering any or all
of the assets and properties of the Company and
of its Utilities-Related Subsidiaries,
including without limitation utility and
utility-related assets and properties, as the
Company determines are reasonably necessary or
appropriate to effectuate the transactions
authorized in paragraph 1 above.

3. Ordering that any order
immediately upon issuance.

b e deemed effective

1

2

5

4

5

6

'7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

analyzing the application, Staff recommended theAfter

following:

<a)

(b)

The application be approved;

No hearing be held since the application would not affect

the amount of financing previously approved by the

24

25

26

27

28

Commission;

3 Decision No.



s

DOCKET no. U-1933-90-243

(c) The Company be required to secure prior Commission

approval of any debt financing in excess of the Company's

current short-term debt authorization ($313 million) under

2

3

4

5

6

7

Cd)

the proposed Facility;

The Company be required to file with the Director of the

Utilities Division a written record, summarizing the final

of the proposed Facility.terms and conditions

information should include a

This

summary of management's

analysis and evaluation of the final terms and conditions.

8

9

10

11

12

13

14

15

16

1'7

(e)

(f)
18

19

20

21

22

23

(9)

The written record should be submitted at or near the

actual execution/funding date;

TEP be required to seek a disclaimer of jurisdiction at

the Federal Energy Regulatory Commission ("FERC") with

respect to Springerville Unit 2, either on the ground that

it is not a jurisdictional facility or that it is not a

facility used for sales in interstate commerce;

TEP (or San Carlos)1 be required to seek a clarification

of San Carlos' status at the FERC to determine whether San

Carlos would be subject to FERC jurisdiction; and

The Company be required to first notify and obtain the

prior consent of the Commission before surrendering the

right to operate Springerville Unit 2 or entering into a

power sale agreement with San Carlos.
24

25

26

27

28

1 San Carlos engages in utility plant construction and was
responsible for the construction of Springerville Unit 2. The
stock of San Carlos could be pledged as security under the
Facility. San Carlos has one share of common stock issued and
outstanding, which TEP owns.

4 Decision No.
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TEP filed comments to the Staff Report indicating concurrence

with the first four Staff recommendations. However, the Company

expressed concerns that the remaining recommendations could result

in the Facility agreement failing to consummate. In particular, the

recommendations to seek a disclaimer and clarification from FERC

would significantly delay the Company's ability to complete the

Facility. Such a delay would jeopardize the Company's ability to

maintain liquidity since $70 million of its current credit lines

expire December 31, 1990. TBP also expressed concern regarding the

recommendation that the Company be required to obtain Commission

approval before surrendering the right to operate Springerville Unit

2. According to TEP, one of the terms of the Facility would require

that operating rights to Springerville Unit 2 must inure to the

benefit of the banks in the event of a court-ordered foreclosure,

non-judicial trustee's sale or other involuntary, foreclosure type

remedies.

In response, Staff modified its recommendations (e) through (g)

as follows:

(e&f) TEP be required to submit a request that FERC issue

a finding that San Carlos is not a public utility:

and

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23
(9)

2 unless surrendered

TEP be required to obtain Commission approval before

surrendering the right to operate Springerville Unit

the right to operate is

court-orderedt o a non-

trustee's or

foreclosure,

other involuntary,

if TEP

24

25

26

27

28

pursuant

judicial sale

foreclosure type remedies.

completes the Facility, TEP should be prohibited

In addition,

5 Decision No.
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1

2

3

4

5

from entering into an agreement to purchase power

from Springerville Unit 2 unless TEP obtains prior

approval from the Arizona Corporation Commission.

We concur with Staff's recommendations as amended. We believe

6

'7

the amendments respond to TEP's expressed concerns and will permit

the consummation of the Faci l i ty.

** * * * * * * *

8
Hav ing cons idered the ent i re  record here in  and be ing fu l l y

advised in the premises, the Commission finds, concludes, and orders

that :

FINDINGS OF FACT

1 . TEP i s an Arizona corporation engaged i n providing

electri c service to the publ i c wi thin port ions of Pima and Cochise

Counties, Arizona, pursuant to authority granted by this Commission.

2. On August 20, 1990, TEP fi led an appl ication for an Order

9

10

11

12

13

14

15

16

17
authori z ing col  l ateral i zat i on of  a l l  of  i ts  short- term debt.

3. The Commission in Decision Nos. 53815 and 55820 authorized

TEP to guarantee Valencia debt in an amount not to exceed $275

million.
20

4. To TEP has guaranteed $188 million o f the
21

date,

aforementioned $275 mill ion.

5. The Commission in Decision No. 56809 authorized TEP to

issue up to $200 mi l l ion of short-term debt subject to l imi tat ions

contained in that Order.

To date, the Company can sti l l  issue up to $98 mil l ion of

short-term debt pursuant to Decision No. 56809.

6.
26

27

28
The Company has authority pursuant to A.R.S. § 40-302(D)

to issue up to $128 mi l l ion of short-term debt.

7.

22

23

24

25

18

19

6 Decision No.
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1

2

3

8 .

million

In the last 10 months, various banks have withdrawn $80

of short-term loan commitments to TEP because of the

4

5
Company,

commitments are expected to be withdrawn unless the credits can be

Company ' s current financial condition .

9 • According to the additional short-term

6

'7

extended on a secured basis.

10.
8

As more fully set out in the Discussion, TBP has requested

authorization to collateralize all of its authorized short-tenn debt

and guarantees.

11.

9

10

11

12

13

14

15

16

17

12 •

13 I

(a)
20

The Company is negotiating a Facility agreement with

various banks which would provide up to $350 million of short-term

borrowing capability on a secured basis.

The proposed Facility is compatible with the public

interest, sound financial practices, and the proper performance by

TEP of service as a public service corporation and will not impair

TEP's ability to perform that service.

Staff has recommended approval without a hearing of TEP's

application subject to the following:

The Company be required to secure prior Commission

approval of any debt financing in excess of the Company's

current short-term debt authorization ($313 million) under

the proposed Facility;
23

(b) The Company be required to file with the Director of the

Utilities Division a written record, summarizing the final

terms and conditions of the proposed Facility. This

information should include a summary of management's
26

2'7

28
analysis and evaluation of the final rems and conditions .

7 Decision No.

24

25

21

22

18

19

l l I II I Illlllll111-1111-11111



nr

4
DOCKET no. U-1933-90-243

The written record should be submitted at or near the

(C)

(d)

actual execution/funding date;

TEP be required to submit a request that FERC issue a

finding that San Carlos is not a a public utility: and

TEP' be required to obtain Commission approval before

surrendering the right to operate Springerville Unit 2

unless the right to operate is surrendered pursuant to a

court-ordered foreclosure.

CONCLUSIONS OF LAW

TEP is a public service corporation within the meaning of

Article XV of the Arizona Constitution and A.R.S. §§ 40-301 and 4o-

1.

302.

2. The Commission has jurisdiction over TBP and of the

3.

subject matter of the application.

The proposed Facility is for lawful purposes within the

corporate Powers of TEP.

Notice of TEP's application was given in accordance with4.

the law.

Staff's recommendations, as set forth in Finding of Fact

No. 13, herein are reasonable and should be granted.

5.

ORDER

IT IS THEREFORE ORDERED that Tucson Electric Power Company be,

and the same hereby is, authorized to do the following:

Secure or collateralize any or all of its authorized(a)

1

2

3

4
5

6

'7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

27

28

(b)

short-term debt,

Secure or collateralize its authorized guaranty of any of

all cf its Utility-Related Subsidiaries,

8 Decision No.



DOCKET no. U-1933-90-243

(€) Cause any or all of its Utility-Related Subsidiaries to

secure or collateralize any or all of their short-term

debt, or

be,

(d) Do any combination of the foregoing.

IT IS FURTHER ORDERED that Tucson Electric Power Company shall

authorized to deliver and perform, and/or to

cause

and is hereby,

its Utility-Related Subsidiaries to execute, deliver and

properties of the Company and of its

Utilities-Related Subsidiaries, including without limitation utility

perform, such mortgages, deeds of trust, pledge agreements, security

agreements and such other agreements and instruments covering any or

all of the assets and

1

2

3

4

5

6

'7

8

9

10

11

12

13

14

15

16

1'7

18

19

20

21

22

23

reasonably necessary

transactions authorized above.

are

and utility-related assets and properties, as the Company determines

appropriate effectuateo r t o the

IT IS FURTHER DRDERED that Tucson Electric Power Company shall

be required to secure prior Commission approval of any debt

financing in excess of the Company's current short-term debt

authorization ($313 million) under the proposed Facility.

IT IS FURTHER ORDERED that Tucson Electric Power Company shall

file with the Director of the Utilities Division a written record,

summarizing the final terms and conditions of the proposed Facility.

This information should include a summary of management's analysis

and evaluation of the final terms and conditions. The written

record should be submitted at or near the actual execution/ funding

dates .

IT IS FURTHER ORDERED that prior to consummation of the

24

25

26

27

28
Facility, Tucson Electric Power Company shall submit a request to

9 Decision No.
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FERC requesting a finding that San Carlos Resources is not a public

utility.

IT IS FURTHER ORDERED that Tucson Electric Power Company shall

obtain Commission approval before surrendering the right to operate

Springerville Unit 2 unless the right to operate is surrendered

pursuant to a court ordered foreclosure, non-judicial trustee's sale

or other involuntary, foreclosure type remedies.

IT IS FURTHER ORDERED that if Tucson Electric Power Company

completes the Facility , Tucson Electric Power Company shall be

prohibited from entering into an agreement to purchase power from

Springerville Unit 2 unless Tucson Electric Power Company obtains

prior approval from the Arizona Corporation Commission. This

provision shall terminate upon the discharge of Tucson Electric

Power Company's obligations under the Facility or the release of

Springerville Unit 2 as collateral, whichever occurs later.

IT IS FURTHER ORDERED that this Decision shall become effective

immediately.

BY ORDER OF THE ARIZONA CORPORATION COMMISSION.

1

2

3

4

5

6
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8
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14

15
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1'7

18

19

20

21

22

23

CHAIRMAN COMMISSIONER COMMISSIONER

IN WITNESS WHEREOF, I, JAMES MATTHEWS, Executive
Secretary of the Arizona Corporation Commission, have
hereunto set my hand and caused the official seal of
the Commission to be affixed at the Capitol, in the
city of Phoenix, this day of 1990.

I

24

25

26

27

28

JAMES MATTHEWS
EXECUTIVE SECRETARY

DISSENT
JLR:ll
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SERVICE LIST FOR: TUCSON ELECTRIC POWER COMPANY

U-1933-90-243DOCKET no. :

Gary Yaquinto
Director, Utilities Division
Arizona Corporation Commission
1200 West Washington
Phoenix, Arizona 85007
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24
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26

27

28

Timothy Hogan
Chief Counsel, Legal Division
Arizona Corporation Commission
1200 West Washington Street
Phoenix, Arizona 85007
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3

DOCKET NO. U-1933-89-226
PHASE 11-'nnxasnaz DEBT) oownacau
SIOCK: REFUNDING Bains

IN 'THE MATTER OF THE APPLICATION OF
TUCSON ELECIRIC IQJER O0MPANY ROR
AN ORDER AUTHORIZIIG IT 'IT:
(1) Issue UP Io $200 MILLION oF
TAXABLE DEBT, (2) ISSUE UP TO $1.25
MILLION OF NEW 'MX-EXEMPT DEBT, (3)
ISSUE UP To $180 MILLION OF NEW
PREFERRED s'locK. (4) ISSUE UP 'IO
6,000,000 SHARES OF nm ooMM0n SIOCK,
AND (5) Issue UP Io $100 MILLION oF
REFUNDING BONDS.

DECISION NO.

)
)
)
)
)
)
)
)
)
)
)
) OPINION AND onnma

November 21, 1989

Tucson, Arizona

Je r ry L. Rudibaugh

Renz D. Jennings, Gmairman
Marcia Weeks, Commissioner
Dale H. Morgan, Commissioner

FENNENDRE CRAIG, by Mr. c. Webb Crockett, and
Steven M. Banzhaf, General Counsel, o n  b e h a l f
Tucson Electric Power Company;

Mr. Justin Reidhead, Attorney, on behalf
Residential Utility Consumer Office; and

of the

Mr. Paul A. Bullis, star t Attorney, and Mr.
Christopher c. Kayley, Assistant Chief Counsel,
Arizona Corporation Commission Legal Division, on
behalf of the Utilities Division of the Arizona
Corporation Commission.

BY mE oomussraa :

A

2 MARCIA WEEKS
a~1A1RMAN

RENZ D. JENNINGS
oomm1ss1onER

4 DALE H. t4omAn
5 COMMISSIONER

6

7

8

9

10

11

12 :ME OF HEARIM:

1 3 PLACE: OF HEARDE:

1 4 PRESIDING oFF1am=

1 5 IN  AT IT IWNE :

16

1 7 APPEARANWS:

1 8

19

20

21

22

23

24

25 On September 13, 1989, Tucson Electric Power Company ('TEP' or "Company")

26 f i l e d  a n  a p p l i c a t i o n  f o r  a n  O r d e r  a u t h o r i z i n g  f i n a n c i n g  a n d  r e l a t e d

2
7 transact ions.

28

On September 29, 1989, TEP f i led a Motion for Expedited Hearing

Mr .
o f
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I

1 ("Motion") in the aboveentitled natter, or in the alternative to have the

2 preferred stock issue severed and heard on or before October 23, 1989. The

3 U t i l i t i e s  D i v i s i o n  s t a f f ( "Staf f" ) of the Arizona Corporat ion commission

4 ("Comlmission") did not oppose the al ternative request. A s  a  r e s u l t ,  t h e

5 mat te r  was severed  i n to  two  phases,  a iM phase  I  on  the  p re fe r red  s tock

6 issuance scheduled to commence on October 23, 1989 and phase I I  o n  a l other

'7 matters scheduled to commence on November 21, 1989. Phase I of the

8 proceedings culminated wi th Decision no. 56703 (November 7, 1989). The

9 tax-exempt debt  por t ion of Phase I I culminated wi th Decision No. 56758

10 (December 20, 1989).

1 1 The Arizona Residential  Uti l i ty Consumer Office ("RUGJ") requested and

12 was granted intervention in these matters. The Phase II matter cane before a

13 duly authorized Hearing Officer of the Commission at the Commission's offices

14 in Tucson, Arizona on November 21, 1989. TEP, RUCO, and Staff appeared

15 through counsel. At the conclusion of the hearing, the matter was adjourned

16 pending submission of a Recommended Opinion and Order by the Presiding Officer

17 to the Commission.

18 DISCUSSION

19 TEP is in need of over $300 mi l l ion to fund i ts cont inuing construct ion

20 program and i ts  operat ing cash requi rements over  the :ext  severa l  years.

21 Primarily for that reason, TEP has requested Commission authorization to issue

22 var ious forms of  s tocks and bonds in  i ts  cur rent  app l i ca t ion. Because of

23 certain condi t ions and covenants in TEP's Restated Articles of Incorporation

24 re la t i ng  to  i n terest  and pre fer red d i v idend coverage,  TEP pro jects  i t  wi l l

25 only be able to issue red preferred stock through December 31, 1989. I t  was

26 for that reason TEP requested and was granted severance of the preferred stock

27 matter. The Commission in Decision No. 56703 authorized TEP to issue new

28 preferred stock in an amount up to $180 mil l ion. Because o f  d i f f i c u l t y  i n

Decision No.
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(2) Issue up to $125 million of long-tenn tax-exempt debt
for the purpose of financing the construction, acquisition
and insta l lat ion of  fac i l i t ies for the local furnishing of
e lectr ic i ty;

(4) Issue up to $100 William of pollution control revenue
bonds to redeem and refund the $100 million issue of debt
referred to as Apache County 1981 series B Pollution
Control Bonds.

1 selling new preferred stock, on December 19, 1989, TEP filed an Application

2 for supplemental Order in an effort to modify the rems to be more acceptable

3 to potential buyers. Subsequently, TEP determined it was unable to sell any

4 new preferred stock even with the proposed modified terms. As a result on

5 December 22, 1989, TEP filed a withdrawal of its Application for Supplemental

6 Order.

7 In the Phase II hearing, the Company requested Commission authorization

8 to do the following:

9 (1) Issue up to $200 million of taxable debt, either
short-term or long-tem debt, to pay the costs of its

10 construction program and operating cash requirements, to
11 repay short-term debt and/or redean long-tem securities ;

12

13

14 (3) Issue up to 6,000,000 shares of couumon stock, not in
excess of $150 million for the purpose of financing the

15 Company's construction program and operating cash
requirements, to retire short-term debt, and/or to redeem

16 long-term or permanent securities ; and

17

18

19
In order for TEP to receive the long-term tax exanpt debt, it must apply to the

20 Arizona Department of commerce for an allocation. The allocations are made on

21 a first-come first-served basis. Because the allocations are made upon a

22 first-cane first-served basis, the commission issued an expedited Order on the

23 tax-exempt debt (the 'Authority Bonds")separate Fran the remaining matters in

24 order to enhaNce the Company's opportunity to be granted an allocation.

25 Decision No. 56758.

26 The refunding bonds are mt part: of the $300 million which TEP needs to

22; fund its continuing construction program and its operating cash requirements

over the text several years. The purpose of the refunding bonds is to refund

-3- Decision No.

See



U-1933-89-226

v

i s determined to be cost-ef fect ive. In TEP

and leaseback transaction. Staff has

recommended

concur but wi l l  add the fol lowing comment.

wi l l ing to raise capi ta l  by se l l ing new cannon stock at  current  pr i ces, i t  must

1 outstanding variable rate Apache County 1981 Series B Pol lut ion Control  Bonds

2 if such refunding addition,

3 indicated the refunding may be necessary to facilitate the transfer of the debt

4 i n t o  t h e Spr i nge rv i l l e  Un i t  2 sa le

5 recommended approval of the issuance of the refunding bonds. we concur.

6 The Company acknowledged it needs to increase the percentage of equity in

'7 its capital structure. For that reason, the Company indicated its first

8 preference would be to issue the common and preferred stock issues. As

g previously noted, the Company has been unsuccessful in issuing preferred stock

SQ at this point in time. As to the common stock, the company has requested

1 1 author i ty to issue up to 6 mi l l ion shares for the purposes previously set  forth

12 herein. Although the Company wants to issue mw common stock, it desires to do

13 so at a reasonable price. At the time of the hearing, the Company's stock

14 price was around $19 per share at which price the Company indicated it would

15 probably not be willing to issue new cannon. We note that the price to TEP's

15 stock is now lower than it was at the time of the hearing. Staff

17 approval of the request to issue up to 6 million shares of conrnon stock. We

18 Certainly, if the Company is not

19

20 give serious consideration to eliminating its common stock dividend over the

21 short-tem. That step alone would reduce the Company's financing requiranent

22 by $70 million.

23 The Company expects to exceed its statutory limit for outstanding

24 short-term debt dur ing the f i rst  hal f  of  1990. For  that  reason  as  we l l  as  i t s

25 overall financial requirements, the Company has requested authority to issue up

26 to $200 m i l l i on of ei ther short-tenn or long-term Staff

27 recommended the short-tem taxable debt be approved but not: the long-term debt

28 since such debt is intended to serve as interim financing. Staff's analysis

taxBh1€ debt.
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1 was partially predicated on the Ccuupany being able to issue preferred stock.

2 Because of the company's lack of success in selling its preferred stock and i t s

3 current depressed stock price, the Company i s  l e f t  w i th  l i t t l e  E l e x ib i l i t y

4 other  than debt  f inancing. Fur thermore,  i f  the Company i s  l imi ted on ly to

5 short-tenn debt, i ts total  short-term debt could exceed 20% of the Company's

6 capi ta l izat ion. We are concerned such a large percentage would place too great

'7 a r isk on the Company's short-tenn f inancial  condi t ion. As a  resu l t ,  we wi l l

8 grant the Company's request to issue up to $200 mi l l ion of arable debt, ei ther

g short-term or long-term. We wi l l  a lso place the fo l lowing restr ict ions on the

10 debt issued: ( l )  no new debt is to be issued for  the purpose of  paying stock

1 1 dividends; and, (2)  the total  amount of  arable debt approved herein and the

12 Authori ty Bonds can not exceed the aggregate amount of $214 mil l ion, through

13 March 1991, with an additional $55 mill iard of non-taxable debt approved for the

14 period April 1991 through June 1992 •

15 In an effort to improve its cash few and overall financial condition, the

16 Company announced i t s  i n ten t i on  to  l i qu i da te  a  subs tan t i a l  por t i on  o f  i t s

17 investment subsidiaries over a t:Lme period of approximately f ive years. staf f

18 recommended the Company be ordered to l iquidate i ts non-ut i l i ty investment

19 subsidiar ies as a condi t ion to approval  of any f inancing author i ty granted in

20 this Docket. The Company was in disagreement with Staff's recommendation

21 pr imar i l y  because a Commission Order  could hur t  the Company's ab i l i ty  to

22 negotiate the best possible prices and according to the Company the Commission

23 does mt have the author i ty to order  '1 'EP to l iquidate i ts non-ut i l i ty  assets.

24 The Company has a total of approximately $769 W i l l i am of  non-u t i l i t y  assets

25 which are financed with approximately $435 mil l ion of debt. Since the Company

26 must f i rst  pay down the debt associated wi th i ts investment subsidiar ies, the

27 Company 's  i n ten t  to  l i qu ida te  wi l l  p rov ide  l i t t l e  pos i t i ve  cash f l ow unt i l  a t

28 least 1991. Consequently we do not f ind i t necessary at this t ime to consider

whe e l the Gommission should order liquidation of TEP's subsidiaries.
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TEP be required to prepare a written record of
management's decision related to the new issues. That
record sho\Nd summarize major alternatives considered by
TEP along with the reasons for the alterative actually
selected. In addition, the record shall explain TEP's
thinking regarding the sizing of the issue, the
dividend/interest rate, and the tem of the issue. The
record of the decision to issue the refunding bounds should
also include a study of the economics of the refunding.
The written record should be submitted to the Commission
at or near the actual issuance/refunding date.

* *

FINDINGS OF rAce

1 However, the Conunission does want to continue to monitor TEP's announced plan

2 to liquidate. For that reason, we will order TEP to provide a written progress

3 report every six months to the Director of the Utilities Division. At a

4 minimum, the report should list the assets sold, the dollar amount of each

5 sale, the date of sale, and how the proceeds of the sale were used. Further,

6 the report should detail future liquidation plans for the text six-month period

'7 as well as for the longer term. If necessary, staff will request a hearing

8 within 10 days of the filing of any progress report at which time the Company

9 will be required to answer questions regarding their latest filed plan.

10 Because of the lack of specifics on any offering, Staff was unable to make

11 a determinatiai of the prudence of any of the proposed issuances at this time

12 and deferred such a determination until TEP's next rate case. As a result,

13 staff recanmended the following :

14

15

16

17

18

19

20 There was no opposition expressed to sta.ff's recaumendation Fran either TEP or

21 Ruoo. Accordingly, we will adopt staff 's recommendation.

22 * * * * * * * *

23 Having considered the entire record herein and being fully advised in the

24 premises, the Commission finds, concludes, and orders that:

25

26 TEP is an Arizona corporation engaged in providing electric service

27 to the public within portions of Pima and Cochise Counties, Arizona, pursuant

28 to authority granted by this Commission.

1.
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1 2. On September 13, 1989,  TEP f i led an appl i cat ion for  an order

2 authorizing financing and related transactions.

3 3. On September 29, 1989, TEP requested and was granted severance of

4 the preferred stock matter Fran the remaining financing matters.

5 4. A hearing was held on October 23, 1989 on the preferred stock issue

6 only.

7 5. On November 7, 1989. the Commission issued Decision No. 56703 on the

8 preferred stock matter.

9 6. A hearing was held on November 21, 1989 on the remaining issues.

10 7. TEP has requested approval to issue up to $125 million of long-tenm

1 1 tax-exempt debt for the purpose of financing the construction, acquisition and

12 i n s t a l l a t i o n  o f  f a c i l i t i e s  f o r  t h e  l o c a l  f u r n i s h i n g  o f  e l e c t r i c i t y  a n d  i n

13 connection therewith the approval to issue fi rst mortgage bonds, letter of

14 credit or similar support arrangements to secure or evidence the repayment of

15 such debt.

16 8. TEP estimates that it will be able to util ize up to $70 mill ion of

17 the new tax-exempt debt by March 31, 1991 and another $55 mill i by June 30,

18 1992 .

19 9 . TBP must a p p l y  t o the Ar izona Depar tment  of  Commerce for  an

20 allocation of log-term tax-exempt debt.

21 10. The Arizona Department of Commerce allocates e tax-exempt debt on

22 a first-came first served basis.

23 11. On December 20, 1989, the Commission issued Decision No. 56/58

24 approving issuance of the Authority Bonds.

25 12. TEP's capitalization is becoming increasingly leveraged.

26 13. TEP's short-term debt will exceed $100 million and approach 7% of

27 TOP's total capitalization in early 1990.

28 14. TEP was unable to issue new preferred stock as authorized in

Decision No.
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1 Decision No. 56703.

2 15. TEP has indicated that the ret proceeds of the proposed issuance of

3 up to $150 million of new cannon stock and up to $200 million of new taxable

4 debt will be used to finance TEP's construction program and operating cash

5 requirements, to retire short-tenm debt or to redeem permanent or long-term

6 securities.

'7 16. TEP has indicated that the net proceeds of the proposed issuance of

8 up to $100 mill ion of pollution control revenue bonds will be used to redeem

g and refund the $100 million issue of debt referred to as the Apache County 1981

SQ series B Pollution Control Bonds.

1 1 17. TEP's financing requirements over the text several years include

12 approximately $70 million for cannon stock dividends.

13 18. The Company was unable to determine the size of any of the proposed

14 issuances, the terms of the issuances, or the dividend/interest rates of the

15 issuances at the time of the hearing.

16 19. Except as otherwise specifical ly set forth in the appl ication and

1'7 testimony filed herein, the expenditures contemplated herein are not wholly or

18 in part reasonably chargeable to operating expense or inane.

19 20. The proposed taxable debt issuances and carmon stock are compatible

20 with the public interest, sound financial practices, and the proper performance

21 by TEP of service as a public service corporation and wil l  not impair TEP's

22 ability to perform that service.

23 21. In order to improve its cash flow, the Company announced its intent

24 to substantially liquidate its non-utility subsidiaries, over the next five

25 years.

26

27 1. TEP is a publ ic service corporation within the meaning of Article XV

28 of the Arizona Constitution and A.R.S. §§40-301 Ana 40-302 .

ooucmusrcnns OF LAW
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1 2. The Cormnission Las jurisdiction o»ver TEP and of the subject matter

2 of the appl icat ion.

3 3. The proposed conunon stock and taxable debt issuances are for lawful

4 purposes within the corporate Powers of TEP.

5 4. To the extent that the proposed short-term financing would cause TEP

5 to exceed the exemption set forth in A.R.S. S40-302 (D), said financing should

7 be approved.

8 5 . Notice of TEP's application was given in accordance with the law.

9 ORDER

10 IT IS THEREFORE QRDERED Tucson Electric Power company be, and the same

1 1 hereby i s ,  author i zed to  i ssue new common stock in  an amount  up to  $150

12 mi l l i on .

15 IT IS FUR'JIiER ORDERED that Tucson Electric Power Oompany be, and the same

14 hereby is, authorized to issue and/or reissue new arable debt in an amount up

15 to $200 mi l l ion which such authori ty shal l  be in addi t ion to, and separate and

16 apar t  f rom,  the  s ta tu to ry  au thor i t y of  TEP to issue short- term debt under

17 A.R.s. S40-302 (D) |

18 IT IS FUKEHER ORDERED that the total amount of taxable debt approved

19 herein and the Authori ty Bonds, outstanding at any one t ine shal l  not exceed

20 the aggregate amount of $214 mi l l ion, through March 1991, with an additional

2 1 $55 mill iard of non-taxable debt approved for the period April 1991 through June

22 1992 I

23 IT IS FURTHER ORDERED that Tucson Electric Power Company be, and the same

24 hereby is,  author ized to issue up to $100 mi l l i of po].lution control revenue

25 bonds to redeem and refund the $100 mill ion issue of debt referred to as Apache

26 County 1981 Series B Pollution Control Bonds.

27 IT IS FURCMER ORDERED that in connect ion wi th the issuance of the

28 Authori ty Bonds and the refunding pol lut iau control  bonds, TEP may execute,

s.
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devices shall not exceed the sun of

purposes only as outlined in the Discussion section of this Order within five

1 deliver and perform such agreements and documents as may be necessary to secure

2 or evidence the Company's obl igat ions wi th respect to the repayment of  the

3 principal of and/or praniuun, i f any, and/or interest on such bounds, which such

4 agreements or documents may include, but are rat l imited to, those required (a)

5 to  permi t  TEP to  ob ta i n  a  l e t te r  o f  c red i t  secur i ng  the  repayment  o f  such

6 bonds,  or  (b)  to permi t  TEP to issue we or  more ser ies of  i ts  f i rst  mortgage

7 bonds; provided, however, that the aggregate principal amount of any Authority

8 Bonds ev idenced by le t ters  o f  cred it ,  f i rs t  mor tgage bonds,  or  o ther  cred it

g enhancement $125 mi l l i on  and tha t  the

10 aggregate principal amount of the refunding pol lution control  bonds evidenced

1 1 by letters of credi t, f i rst mortgage bonds or other credi t enhancement devices

12 shall not exceed the sum of $100 mil l ion.

13 IT IS FURCEIELR ORDERED that Tucson Electric Power Company s h a l l  b e

14 authorized to engage in any transactions and execute any documents reasonably

15 necessary to effectuate the authorizations granted hereinabove.

16 IT IS FURTHER ORDERED that approval of the financing set forth hereinabove

17 does mt consti tute or imply approval  or disapproval by the Commission of any

18 part icular expenditure of the proceeds derived thereby for purposes of

19 establishing just and reasonable rates.

20 IT IS H1191-:ER ORDERED that Tucson Electric power Company shall file with

21 the Director of the Util ities Division a written record for informational

22

23 days after the issuance date of any common stock or taxable debt.

24 IT IS FuImma ORDERED that Tucson Electric Power Company shall fi le with

25 the Di rector t h e  U t i l i t i e s

25 purposes  on l y  re l a ted  to  re fund i ng  o f  i t s  ou ts tand i ng  deb t  re fe r red  to  as

27 Apache County 1981 Series B Pollution Control Bonds within five days after the

28 date of the refunding.

o f Division a written record for informational
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cnwalssIaqna oo14mIssIonER

IN WITNESS WI-IEREOF, 1, JAMES r4A:l'11-irws, Executive
Secretary of the Arizona Corporation Commission,
have hereunto set  my hand and caused the
official  seal of this Ccumnission to be affixed
at the Capitol, in the city of Phoenix, this
day of , 1990.

JAMES MATLHEWS
E x e c u t i v e  S e c r e t a r y

1 T T  I S  F U R T H E R  O R D E R E D  t h a t  T u c s o n  E l e c t r i c  P o w e r  C c m p a m y  s h a l l  n o t  b e

2 authorized to util ize any proceeds Fran its issuances of debt for the payment

3 of carman stock dividends.

4 I T  I S  F u R ' 1 1 - 1 E R  O R D E R E D  t h a t  T u c s o n  E l e c t r i c  P o w e r  C o m p a n y  s h a l l  a p p l y  t h e

5 proceeds of any financing authorized herein only for the purposes described

6 a b o v e .

7 IT IS mum ORDERED that Tucson Electric Power Company shall fi le at

8 six-month intervals wi th the Di rector of  the Ut i l i t ies Divis ion a progress

9 report as outlined in the Discussion section in order to inform the Commission

10 of the status of the Company's subsidiary liquidation plan.

1 1 IT IS FURTHER ORDERED that this Decision shal l  become effective

12 immediately.

13 BY ORDER OF THE ARIZONA ooRpoRA:r1on commission.

14

15 GIAIRMAN

16

17

18

19

20

21

22

25

24

25

26

27

28

DISSENT
J L R / d J P
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1

the Arizona

BY an-1E Qmlsslmg

2 On may 6, 1988, Corporation Commission's ("Coumnission")

3 Uti l i t ies Division Staff ("Staff") filed a request for a hearing to review

4 Tucson Electric Power Company's ("TEP" or "Company") purchased power and fuel

5 adjustor clause ("PPFAC") . Prior to coumencenent of a hearing, the

5 Commission in Decision No. 56120 (Septanber 15, 1988) continued the PPFAC

7 natter indefinitely until TEP filed a base rate application. On November 10,

8 1988, TEP filed an application for a base rate increase. A December 8, 1988

9 Procedural Order set the matter for hearing canmencing on April 3, 1989.

10 Pursuant to a February 9, 1989 Procedural Order, the initial hearing date was

11 subsequently changed to April 17, 1989. On April 5, 1989, Staff f i led a

12 Motion to Consolidate ("Motion") the PPFAC and base rate case matters. That

13 Motion was unopposed and was granted at the pre-hearing conference held on

14 April 12, 1989.

15 The Arizona Residential Utility Consumer Office ("RUN"), Mr. Mike

16 Levkowitz, Mr. and Mrs. Sonny Rickles, United States Deparhuent of Defense

17 ("DOD") , Southwest Gas Corporation, Mr. Ted Weinhold, International Business

18 Machines Corporation ("IBM"), Cal Mat co. of Arizona, California Portland

19 Cane ft

20 ("Cal rat"), Liquid Air Corporation ("Liquid Air"), city of Tucson ("city"),

21 AsARoo Incorporated ("ASARCD") , AiResearch Tucson Division of Allied-signal ,

22 Inc. ("A1lied-Signal'), American Association of Retired Persons ("AARP"), Mr.

23 Carl Tretschok, Jr., and Burr-Brown Corporation ("Burr-Brown") , requested and

24 were granted permission to intervene. son Diego Gas & Electric Canpany

25 (SDG&E), M-S-R Public Power Agency, Round Valley VOICE, and Ms. Kathleen

26 Leary requested and were denied permission to intervene.

27 The matter came before a duly authorized Hearing officer of the

28 Commission at the Knights of Columbus, 601 south Tucson Blvd., TUCSCTII

Company db Arizona Portland Cadent Company and Industrial Asphalt
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Arizona on April 17, 1989. The hearing was subsequently moored to Rh

Commission's offices i n Tucson, Arizona on April 19, 1989. Allied-signal,

Cal rat, ASAROO, Burr-Brown, Cyprus Sierrita, BM, and Liquid Air (hereinafter

col lect ively referred to as Jobs for Southern Arizona ("JSA") were al l

represented by the same counsel. JSA, TBP, RUOO, DOD, City, and staff

appeared through counsel. Mr. Mike Levkowitz and Mr. Carl Tretschok, Jr.

appeared pro se. At the conclusion of twenty days of hearing, the matter was

adjourned pending submission of a Rfecommended Opinion and Order by the

Presiding Officer to the Commission.

I

I

.JI

I . NATURE OF TEP'S OPERATIONS AND
pmzoposzn INCREASE

TEP is an Arizona corporation providing electric service to the public

within portions of Pima and Cochise Counties, Arizona, pursuant to certificates

of public convenience and necessity granted by the Commission. 'l'EP's last ba

rate case was concluded in 1982 with a l980 t%t year. Subsequently, TEP

experienced growth up through November 1988 of 66,000 custaners or a 35%

increase. During the test year ("'I'Y") ended June 30, j,988, TEP had

approximately 255 ,000 custaners.

TEP has requested an increase in operating revenues for electric service

of $80,260,000 or 22%. TEP's proposed rates varied Fran a 5.3% increase for

the "other public authorities" class to 25.8% for the 'general service" class.

In addition, TEP has requested a PPFAC adjustment of 6.5 mills which would

result in approximately a 9% surcharge on the customers' monthly bills. The

custaner class, requested revenue increase, and proposed percentage of increase

a r e  a s  f o l l o w s :

1

2

3

4

5

6

'7

8

9

10

11

12

13

14

15

16

i v

18

19

20

21

22

23

24

25

26

27

28

c"
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Proposed Revenue
Increase

Proposed Percentage
Increase

$24,670,000
$37,821,000
$17,091,000
$ 296,000

18.0%
25 .8%
23.6%
19.07%

1

2

5

4

5

6

'7

Customer Class

Residential
Gereral Service
Large Power & Light
Publ ic Street Lighting
Other Public

Authori t ies s 382,000

11. ALAMITO

5.3%

In the early l980's, TEP had an excess at generating capacity. Sane at

the excess was due to loss of industrial load arad some of it resulted fran

TEP's decision to build plants prior to actual need. As a result, TEP came

before the Commission in 1983 to request approval to transfer Springerville

Unit No. l and son Juan Unit No. 3 to a newly formed subsidiary, Alamito

Company ("Alamit;o"). In addition, TEP requested approval to transfer

Springerviile coal handling facilities to another subsidiary, Valencia Energy

of. ("Valencia"). The purpose given by TEP for the transfers was to separate

TEP's wholesale and retail businesses.l Although Springerville Unit No. l was

not in service at that time, it would have 360 to in generating capacity at

San Juan Unit No. 3 had a generating capacity of 244 WV but had

never been included in TEP's rate base. The Commission approved the transfers

in Decision No. 53815, dated November 28, 1983.

TEP and its subsidiary Alamito entered into a P'ower Sale Agreement

oomph etc on .

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

1 Apparently, TBP had other motives for the Alamito spin-off. This record
shows that the Company informed the United states Internal Revenue Service
that the "separation of Alanito and TEP by reason of the spin-off will
allow the retention of approximately $20 million more than would be the
case if Alamito remained a wholly owned subsidiary of TEP. That retention
of higher revenues will be achieved by reason of the fact that follaving
the spin-off, TEP's equity ratio of its total capitalization will be
increased substantially such that its separate earnings will result in a
return on equity which will not exceed l6.5%. Alamito's return on equity
will be in excess of 23% but following the spin-off it will not be subject
to Acc jurisdiction and, therefore, not limited to a return of 16.5% on
equity

24

25
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91 ("Agreement") whereby TEP agreed to purchase the entire output generated A

2 Alamito for twelve years. The Agreement was deaf Ted by then Chief Counsel 1

3 TBP, Mr. Roland I-1och.. The STEp-Alamito contract was signed by TEP's then Chief

4 Financial Officer, Mr. J. Robert Johnston, on behalf of Alamito and by TOP's

5 then senior Vice President, Mr. Einar Greve, on behalf of TEP. Although the

6 Agreement was clearly one sided in favor of Alamito, there was no great concern

'7 at the time because of the parent-subsidiary relationship. In addi t ion to

8 obligating TEP to purchase all of Alamito's power, the contract also set the

9 price of power based upon a fixed formula which set Alamito's equity ratio at

10 43%, and the contract permitted Alamito to unilateral ly terminate i t s

1 1 obligation to TEP at any time after May 31, 1989.

12 Although it is unclear exactly when TEP officers first considered it, TEP

13 officially in 1984 began considering spinning off Alamito as an independent

14 wholesale power company. According to Mr. Greve, this caused him . con

15 because of the 12-year Agreement. Mr. Greve indicated that this concern was

16 raised with TEP's then Chief Executive Officer, Mr. Theodore M. Well, who was

17 reluctant to change the Agreement since it was necessary in order for Alamito

to get independent financing. However, according to Mr. Greve, he was given

oral assurances by Mr. well that the Agreement would be terminated no later

than June 1, 1989.2

In December 1984 the TEP Board of Directors approved a spin-off of Alamito

wi th the Agreement st i l l  in place. The spin-oft was approved without the

benefit of any economic analysis being performed by TEP. Each TEP shareholder

received one Alamito share for each ten shares of TEP. As a result of the

2

18

19

20

21

22

23

24

25

26

27

28

The June 1989 date was important because as part of the agreement between
TEP and Alamito, there was an assiglunent to Alaxnito of a contract beta

Electric ("SDG&E"). snGs.E:
purchase a specified amount or power Fran TBP up through June
that date, TEP would no longer need power for SDG&E.

TEP and San Diego Gas and as ob i ' Ted'
w 1988? At
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had been the result of an arms
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I

r

year I

i

in

and calculated amount of excess

1 custaners repaired the primary responsible buyer of all of Alamito's power. If

2 the spin-off length transaction, free of

3 self-dealing, we might have accepted it. However, that was mt the case.

4 essence, TOP continued al l the operating risk associated

5

6

7 imprudent business decision to spin-off Alamito without amending the twelve

8 Power Sale Aqreenent. In order to make ratepayers whole for this

9 imprudence, the capacity purchased Fran Alamito should be priced at a level

10 that prudent management could have obtained. Rico submitted a hypothetical

11 cost of $5 per kilowatt-nbnth. However, the weight of the evidence indicates

12 that price to be unreasonably low. We believe the more reasonable evidence was

13 offered by Staff witness Adkins who testified that a reasonable purchase price

14 for the capacity is $15 per kilowatt-month. Using that price, Alamito demand

15 charges for the test year should be reduced Fran $85 million to $65 million.

15 However, imprudence is not the only defect that marks TEP's agreement with

17 Alamito. TEP's failure to amend the Agreement with Alamito at the time of the

18 spin-off was not only imprudent but has also resulted unneeded power.

1g Without regard to management's other failures, ratepayers should not be

20 required to pay for power that is unnecessary to meet their demand including an

21 appropriate margin of reserve power.

22 Using this standard, JSA staff the

23 capacity' for TEP after expiration of the SDG&E agreement to be 136 m and 138

24 FW, respectively. We will take the average of these two numbers or 137 m to

25 be the excess capacity for the TY. That amount is supported by the fact that

26

27 3 purchases were replaced by Springerville Unit No. 1 purchases pursuant to the

28 amended Agreanent. We will adjust TEP's purchased power danand charges by

Decision No. .5'é 4t7
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I n s te a d ,  w i th  th i s  o r d e r  th e  Co mmiss io n  ch a l l e n g e s  th e  p r u d e n ce  a n d

1

4

1 m u l t i p l y i n g t h e  r a t i o  o f  t h e  e x c e s s  c a p a c i t y  o v e r  t h e  o u t p u t  o f  s p r i n g e r s

2 Unit no. 1 or 13mv/360m times the TY demand charge adjusted for imprudence of

3 $64,800,000. The result of both the imprudence and excess capacity adjustments

4 i s a $45,504,000 downward adjustment to the TY operating expenses of

5 $85,644,000.

5 Contrary to the Canpany's assertion, the Commission does not challenge in

7 this case the FERc-approved wholesale rates between Alamito and TEP. Those

8 ra tes  a re  the  sub jec t  o f  the  Conun iss ion '  s  comp la in t  aga ins t  A lami to 's  successor

9 at FERC.

1 0 a m o u n t  o f  t h e Company's purchase Fran  A lam i to . T h e  j u r i s d i c t i o n  t o  d o  s o  i s

1 1 e x p l i c i t l y reserved to  th is Commission under Pike county L ight and Power c o .  v .

1 2 Pennsylvan ia  Publ ic Ut i l i ty  Cournn ission, 77 PA. COIIIIIM. 268, 465 A.2d 735 (1983).

1 3 N e v e r t h e l e s s ,  t h e  C o m p a n y  a r g u e s  t h a t  t h e  a d j u s t m e n t s  c o n s t i t u t e  a n  i n d i r e c t

1 4 a t te mp t  to  a l te r  FE Rc- a p p r o ve d  wh o le sa le  r a te s . Such an argument can be

1 5 a n y  t i m e  a  p u b l i c  u t i l i t y  c o m m i s s i o n  e x e r c i s e s  a u t h o r i t y  r e s e r v e d  t o  i t  u n d e r

1 5 the Pike County doctrine. Th e  u l t i m a te  r e so l u t i o n  o f  t h e  a r g u m e n t  r e s ts  n o t  o n

1'7 t h e  l a w  b u t  o n  t h e  f a c t s  a n d  w h e t h e r  t h o s e  f a c t s  s u p p o r t  t h e Commission's

1 8 f i nd ings  o f  imprudence  and  excess  capac i ty . The  fac ts  i n  th i s  case  compe l  such

1 9 f i n d i n g s . I t  i s  d i f f i c u l t  t o  i m a g i n e  a  m o r e  e g r e g i o u s instance of managanent

2 0 d e r e l i c t i o n  t h a n  t h a t  c a m n i t t e d  b y  T E P  w h e n  i t  f a i l e d  t o  a m e n d  i t s  a g r e e m e n t

21 with Alamito at the time of the spin-off.

22 111. m-s-R

23 On April 25, 1978, TEP and the Public Service Company of New Mexico

24 ("PNM") entered into a letter agreement whereby TEP was to sell its 50%

25 interest in the son Juan Unit No. power plant while it still was under

26 construction. The Commission approved the sale in Decisive no. 49093, dated

27 June 26, 1978. Pursuant to language in Decision No. 49093, TEP disputed

28 Commission's jurisdiction over the San Juan Unit No. sale, but did seek4
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spin-off, Alalmito's equity ratio was approximately 18% while TEP's formula

("Catalyst") in June 1986 at a sales price $232 million above the price at the

At the time Well suklnitted the Power Sale Agreement on behalf of TEP and
Alamito I, he had been specifically advised and knew that the Power Sale
Agreement was unfair to TEP in that after the termination date of the son
Diego Agreement in 1989, TEP would have no need for the massive amounts of
excess power it would still be obligated to purchase from Alamito I under
the Power Sale Agreement.

1 spin-off, Mr. Welp, Mr. Hoch, and Mr. Johnston all went with Alamito as

2 officers and Mr. Greve became the new President of TEP. At the time of the

5

4 price under the Agreement was based on a 43% equity ratio.

5 In November 1985, TEP and Alamito entered into an amendment to the

5 Agreement whereby the equity ratio used in the formula-based price was reduced

'7 to 30%. At approximately the same time, Alamito announced a management buyout

8 offer. The buyout offer resulted in a bidding war with several entities which

9 eventually culminated in the sale of Alamito to Catalyst Energy Corporation

10

11 time of spin-off. Subsequent to the Catalyst sale, TEP prepared a canplaint

12 against Mr. well and Alamito seeking termination of the Agreement. TEP alleged

13 in its canplaint that Mr. Welp had made fraudulent misrepresentations which TEP

14 had relied upon in entering the Agreement. The following was extracted from

15 that canplaint :

16

17

18

19
TEP never filed the complaint but opted instead to renegotiate portions of the

20 Agreement. In October 1986, TBP and Alamito again amended their Agreement.

21 Pursuant to the new amendment, the requirement for TEP to purchase power from

22 San Juan Unit No. 3 was terminated as of may 31, 1989 and the requirement to

23 purchase power Fran the Springerville Unit no. 1 plant was extended tluough the

24 year 2014. The amendment also provided

25 springerville Unit No. 1 at a price that exceeded the depreciated original cost

26 by $220 million. The sale and leaseback of Springerville Unit No. 1 was

21 oounpleted in December 1986. As a result, TEP is paying lease payments which

for the sale and leaseback of
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incorporate the inflated cost of springerville Unit No. 1.
/ ,»

staff argued that the $232 million gain Fran the buy out was an excels

surrogate for the gain that would have been realized if TEP had sold the two

uni ts instead of spinning than off. staff recommended that 50% of the $232

mi l l ion gain or $116 mi l l ion be al located to ratepayers and rate base be

adjusted accordingly.. staff indicated that fairness and the publ ic interest

support an al location of al l  of the $232 mil l ion gain to ratepayers but only

recommended 50% because of the f inancial consequences to TEP. As an

alternative, staff performed an economic analysis in order to quanti fy the

effect of the Alami.to spin-off on the TY. Such analysis required assumptions

regarding costs of replacement power and revenues Fran power sales over long

periods of time. As a consequence, any variation in the assumptions could

resul t  i n a  subs tant i a l  d i f fe rence i n t he  f ina l quantifications. Staff

estimated that TEP's TY purchase power costs were too high by approximately

million because of the Alamito spin-off. TEP, on the other hand, did a similar

analysis and estimated that its TY purchased power costs would have been $48

mil l ion higher i f Alamito had not been spun-off. As  a  resu l t  o f  a l l  t he

circumstances surrounding the Alamito spin-off , Ruoo recommended that all of

the springerville Unit No. 1 purchases in the amount of $85 million for the TY

be disallowed. According to Rico, 240 would be reeded to replace

Springervil le Unit no. 1. RUCO imputed a hypotheticaL purchase of 240 MN at a

market price of $5 per kilowatt-month. The cost of RUCD's replacement power

would be $14.4 mil l ion and would result in a net disallowance in the TY of

$72.244 million. According to Rico, this would be a fair result since it would

recreate the original  intent of TEP by providing for a separate wholesale

m

business I

1

2

3

4

5

6

'7

8

9

10

11

12

13

14

15

16

1'7

18

19

20

21

22

25

24

25

26

27

28

Although the stated objective of the spin-off was to separate TEP's re

and wholesale business, that objective was certainly not met since TEP's retail
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priority for non-finn energy and could on a day's notice purchase firm power on

1 Commission approval in order to be "courteous", In its Decision, the

2 Commission clearly spelled out that it had jurisdiction over the sale pursuant

5 to A.R.S. Section 40-285. On May 16, 1979, the sale was finalized. As part of

4 the sale, 'I'EP retained an option to purchase up to 28.8% (138 IM) of the unit

5 after May 1, 1995 for depreciated book value. According to 'I'EP, the option had

6 no value at that time and was thrown in gratis. However, TEP retained the

'7 opt ion because i t provided poss ib le future f l e x i b i l i t y i n i t s resource

8 planning. In spite of TEP's testimony that the option had no value, TEP began

g immediately looking for opportunities to sell the option. In 1982, TEP entered

10 into two agreements with the Modesto, Santa Clara & Redding Public Power Agency

11 ("M-S-R"). There was an Interconnection Agreement dated September 20, 1982

12 which provided for the sale of power to M-S-R and the Sale of Option Agreement,

13 ("Option Agreement") dated November 29, 1982 in which TEP sold its option for

14 San Juan Unit No. 4 power to M-S-R. As part of the Option Agreement, TEP

15 received $180 million which it treated as an extraordinary gain.

15 The Interconnection Agreement provided for the sale of power from TEP to

17 M-S-R during the period 1983 through 1995. Rzrsuant to the Interconnection

18 Agreement and related documents, the sale of power was for non-firm energy

19 which TEP could provide 95% of the time. Further, M-S-R would have the highest

20

21 a daily basis for the price of $1.00 per day.

22 TEP argued that the two agreements were unrelated except t.hat M-S-R would

23 not enter into one agreement without the other. Further, TEP argued that all

24 of the $180 mil l ion was for the Option Agreement and none for the

25 Interconnection Agreement. Rlrsuant to Section (B) (5) of the Interconnection

26 Agreement, the energy to be sold by TEP to M-S-R was interruptible, non-firm

27 energy. As a result, TEP argued that it did not reserve a single megawatt of

28 capacity for M-S-R and that the various proposals put forth by other parties

m
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1 that a portion of the $180 million payment was for demand charges are

2 supported by the evidence. I n  an  e f f o r t  t o  bo l s t e r  i t s  a s s e r t i on  t h a t  t h e

3 entire $180 million was for the option, TEP pointed to a consultant' s study

done for the Commission in 1979 which valued the option to be worth at least

5 $400 million by 1995.

6 staff, JSA, and Ruoo argued that the Interconnection and Option Agreements

7 were part of one overall agreement for which M-S-R paid $180 million. Further,

8 Staff argued that the energy sale to M-S-R was actually for firm power but the

9 two agreements were written in a manner to attempt to hide the truth Fran the

10 Commission. According to Staff, the Interconnection Agreement provided for

11 assured power sales to M-S-R at rates substantially below market prices with no

12 significant danand charges. staff concluded that the $180 million payment was

13 essentially an advance payment of demand charges for the energy sold under the

14 Interconnection Agreement and as a result should be allocated to

15 ratepayers.

15 be allocated to ratepayers and rate base be adjusted accordingly. staff

17 indicated that  fa i rness and the publ i c  in terest  support  an  a l locat ion  of  a l l  of

18 the $180 million gain to ratepayers, but that it only recommended 50% because

19 of the financial consequences to TBP.

20 JSA argued that TEP was obligated pursuant to the Interconnection and

21 Option Agreements to provide utility service to M-S-R and consequently a share

22 of the $180 m i l l i o n shou ld be a l l o c a t ed t o TEP's ratepayers . The

23

24 combustion tu rb i ne capac i t y r i g h t s . The major components o f the

25 Interconnect ion Agreement are set forth bel l:

25 "Transmission"

27

28

4

Staff recanmended that 50% of the $180 million gain or $90 million

Interconnection Agreement provided M-S-R with certain energy, transmission and

The exchange with TEP of energy prior to 1995
and son Juan power after 1995 for equal amounts
of power and energy at the Palo Verde
Switchyard, westing Switchyard, or Moenkopi
Substation with no wheeling costs or
transmission losses charged to M-S-R.
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"Capacity"1 The right to purchase Fran TBP up to 138mw of
designated combustion turbine capacity Fran May

2 1986 through April 1995.

3

4

5

6 JSA argued that acceptance of TEP's argument regarding the Interconnection

7 Agreement would mean that TEP received nothing for a contract which provided

8 M-S-R all uncommitted energy Fran TEP's systan, transmission rights, and

9 combustion turbine capacity. According to JSA, the ratepayers should have a

10 portion of the $180 million amount allocated to than in exchange for the

consideration given up by TEP in the Interconnection Agreement.

12 We concur with JSA that TEP gave up something of value in the

13 Interconnection Agreanent and should have received value in return for the

14 benefit of its ratepayers. Although the Interconnection Agreement does not

15 specify the monetary value given up by TEP, we can use the $180 million amount

16 received by TEP for the Option and Interconnection Agreements as an upper

1'7 value. Further, since TEP indicated that the Option Agreement had no value in

18 1982, it is arguable whether it had any value in 1984. If that was the case,

19 then the Interconnection Agreement would be valued at the full $180 million

20 amount. Another possibility would be to assume the option and Interconnection

21 Agreements were of equal value and allocate $90 million to each. Although any

22 of these valuation methods may be acceptable, we find JSA's vacation to be

23 preferable because it is derived Fran M-S-R's treatment of the financing for

24 the payment and reflects the buyer's perception of what it paid for. Based

25 upon M-S-R's notes to the financial statanents relating to the financing of the

26 two agreements, M-S-R allocated 57% ($l02.6 million) of the $180 million to

27 the Option Agreement and 43% ($77.4 million) to the Interconnection Agreement.

28 JSA adjusted the $77.4 million to a present value amount of $126 million by
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1 making a simple interest calculation using REP's requested rate of real

2 Since there are six years remaining on the life of the Interconnection

3 Agreement, JSA recommended the $126 million amount be amortized as a $21

4 million credit to the revenue requirement over the text six years. In addition

5 finding JSA's determining the $77.4 million value for the

5 Interconnection Agreement acceptable, we also find the six-year amortization

7 period to be reasonable. Further, because of the Company's misallocation of

8 the M-S-R transaction, none of the proceeds have been credited to ratepayers in

9 a timely manner. As a result, we also believe it is appropriate to adjust the

10 $77.4 million to a present value amount to recognize that the Company has had

11 use of the funds for the past six years. However, we find that instead of

12 using TEP's requested rate of return, the appropriate rate of return in

15 calculating the present value is TEP's authorized rate of return during that

14 time period of ll.09%. with that correction, we find the present value am

15 to be $l20,318,300, resulting in a $20,053,050 million annual credit to the

15 revenue requirement over the next six years.

17 In addition to the above, TEP argued that allocating any of the gain from

18 the 1982 M-S-R transaction to TEP's ratepayers would constitute retroactive

19 ratenaking. We feel compelled to carument on TEP's retroactive argument. If

20 TEP wanted a decision m the M-S-R transaction in 1982, all it had to do was

21 seek Commission approval. However, TEP opted to go it alone and take its

22 chances that the Commission would concur when it reviewed the transaction. TEP

23 did not even seek Commission approval to be "courteous" in this regard.

24 Instead, the instant case is the first opportunity for the Commission to

25 consider the 1982 transaction and TEP's accounting treatment of the attendant

26 payment. Had TEP properly accounted for this transaction, the Commission would

27 have had the opportunity to appropriately adjust rates in 1982. now that

28 Commission has reviewed the matter and has found that 'I'EP did not properly

t o method of
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1 account for the proceeds, the Commission has determined that a portion of the

2 gain should be recognized prospectively. This is not retroactive ratemaking,

3 but rather the first time that the ratenaking treatment of the payment is being

4 determined.

5 IV. WESTERN coax. GOMPANY

6 Western Coal Company ("Western Coal") owned coal leases which were used to

7 provide coal to TEP's San Juan Generating Station ("San Juan"). In 1971, TEP

8 purchased behalf of Western coal from the PNM for $350 ,000. TEP and PNM then

9 signed a coal supply agreement with Western coal to supply coal to San Juan.

10 One component of the price was a royalty payment to compensate Western Coal for

11 depletion of leasehold values as coal was mined. In December 1980, Western

12 Coal subleased the son Juan coal to Utah International ('Utah") , the operator

13 of the mine. Western Coal was entitled to receive "retained economic interest"

14, payments from Utah which were equivalent to the royalty payments that TEP paid

15 Western Coal.

16 In TEP's 1976 rate case, staff proposed to treat the royalty payments to

17 Western coal as a reduction in TEP's retail revenue requirements. The

18 Commission in Decision no. 46930 (April 30, 1976) adopt staff's

19 position. In TEP's 1981 rate case, one of the interveners recommended an

20 adjustment to the test year fuel expense and fuel inventory to reflect

21 excessive prices paid for coal by TEP to Western Coal. The Commission in

22 Decision No. 52632 (December 1, 1981) found that the record did not support

23 such a recamuendation.

24 In December 1981 and June 1983, TEP sold 40% and 60%, respectively of its

25 interest in Western Coal to institutional investors for a total amount of $68

25 million. TEP had discussed in Docket No. U-1933-81-033 its intention to sell

27 its stream of royalty payments. However, the sale had not been consummated at

28 the time of hearing in that case. The sale had been completed at the time of

d i d not
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t o then recommended

indicated that

that the Commission

1 TEP's 1983 fuel adjustor proceeding. see Decision No. 53773, dated October

2 1983 .

3 staff in the instant case recommended that 50% of the $68 million gain or

4 $34 mil l i be allocated to ratepayers and rate base be adjusted accordingly.

5 Staff indicated that fairness and the public interest support an allocation of

6 all of the $68 million' gain to ratepayers but only recommended 50% because of

7 the financial consequences to TEP. If the Commission determines that all of

8 the Western coal gain should go shareholders, staff

9 disallowing $1.7 mill ion in retained economic interest payments included in

10 fuel expenses during the TY.

1 1 TEP argued that this issue has previously been decided in Decision Nos.

12 46930 and 52632 as well as TEP's 1983 fuel adjustor hearing. staff argued that

13 the issue could not have been considered in Decision Nos. 46930 and 52632 since

14 the sale had not yet been final ized. In addi t ion, staff

15 would have been inappropriate to consider the issue in the 1983 fuel adjustor

15 proceeding since gains on sales of assets are not within the scope of such a

17 limited proceeding.

18 We find the real issue regarding the Western Coal sale is whether or not

19 the retained economic interest payments were reasonable during the period of

20 review, which :Ln this case would be the TY as well as the period of review of

21 the fuel adjustor costs. We agree with TEP that the coumnission res previously

22 concluded these payments were reasonable in Decision Nos. 46930 and 52632.

23 Even after We Western Coal sale, the Commission has approved the inclusion of

24 the retained economic interest payments in expenses allowed during the 1983

25 fuel adjustor proceeding. W e do not  f i nd previous

26 approvals of the retained econanic interest payments by TEP precludes the

27 Commission Fran reviewing the reasonableness of the payments during

28 succeeding rate proceeding as an expense item for the test year. However ,

r
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1 there was no evidence in the current proceeding which would danonstrate that

2 the payments during the TY or during the period of review of the fuel adjustor

3 costs were unreasonable. As a result, we will not allocate any of the gain

4 Fran the Western Coal sale or disallow any of the expenses associated with the

5 stream of payments. That does not preclude the Commission Fran reviewing the

6 reasonableness of the expenses for the test year in future rate cases.

7 v. GALLO WASH

8 In 1975, TEP began to plan for new coal-fired generating capacity to meet

9 needs for the mid to late l980's. It was determined by TEP at that time that

10 the best location to build new generating units was at Springerville, Arizona

11 ("Springerville"). According to TEP, it mealed a long-term coal supply in

12 order to obtain outside financing for construction of generating stations at

13 Springerville. TEP determined that it would need approximately 80 million tons

14 of coal over the life of the then anticipated three360 units at

15 Springerville. TEP attanpted to find an existing mine with coal to supply the

15 anticipated lifetime needs of 80 million tons and which also had access to a

17 major railroad network. Unable to find an existing mine, TEP settled on an

18 acceptable mineable source of coal owned by Santa Fe which was located at Gallo

19 Wash in northwest new Mexico.

20 Gallo Wash which included 107 million tons under a 'take or pay" provision.

21 Pursuant to the aforementioned contract, TBP was obligated to mice minimum

22 royalty payments of approximately $1.6 billion over the period 1985-2025,

23 whether or not any goal was mined. There was m railroad access to Gallo Wash

24 at the time TEP entered into the contract with Santa Fe, however, there was a

25 plan by Santa Fe to build a railroad spur to connect both Gallo Wash and the

26 Star Lake reserves owned by 'Texas Utilities ("T.U.') with the main railroad

27 line of Atchison, Topeka, and Santa Fe railroad in northern new Mexico. It was

28 subsequently determined that the spur was not feasible when T.U. postponed its

TBP contracted for 142 million tons of coal from

Q
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s

mining operation at Star Lake.

2 As a result of the delay in bui lding the rai l road spur, TEP and Santa Fe

3 negot iated to subst i tute Santa Fe's coal  at  Lee Ranch for the Gal lo wash coal .

4 Today, there still has never been any coal mined at Gallo Wash or any railroad

5 spu r  bu i l t . I n  sp i t e  o f  t h i s ,  TEP  has  reques ted  i t s  i n i t i a l  i n ves tmen t  and

6 carrying costs totaling $32,526,000 be included in rate base because the

7 ownership of the Gallo Wash mine has been beneficial in its negotiations for

8 the price of Lee Ranch coal.

9 Santa Fe and TEP have modified their Gallo Wash contract several times

10 with the most recent dated may 3, 1989. Pursuant to that modification, TEP can

1 1 de f e r  a l l  ob l i ga t i on s  t o  by  r oya l t i e s  w i t h  r e spec t  t o  Ga l l o  Wash  coa l  un t i l

12 January 1, 2001. During that sane time period, Santa Fe has the option of

13 reacquiring the Gallo Wash properties for the sum of $ll,200,000. TEP also

14 the option between January 1, 2001 and march 1, 2001 to require Santa F

15 purchase Gallo Wash properties for the sum of $ll,200,000.

15 Staff, RUCO, and JSA recommended that TEP's request to induce the

17 $32,526,000 Gallo Wash investment in rate base be denied because the property

18 i s not being used or useful and the investment is imprudent. Staff, RUCO, and

19 JSA argued that TEP has not danonstrated that Gallo Wash currently benefits the

20 ratepayers in any manner. They all disputed TEP's claim that Gallo wash was

21 beneficial in the Lee Ranch negotiations since TEP has not demonstrated that

22 the Lee Ranch coal prices were below the market price. In addition, there was

23 no evidence to show when and if any coal will be mined Fran Gallo Wash. Staff,

24 RUCO, and JSA also raised cmcerns with '1'EP's acquisi t ion pol icy or lack of

25 policy in regards to Gallo Wash. In general, REP did not follow any formal

26 procedures when making a major investment in coal resources. Other conch

27 raised in regards to Gallo Wash were as follows: (1) the amount of coal for

28 which TEP obligated itself was in excess of needs; (2) TEP obligated i t se l f  t o

o
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1 make minimmn royalty payments even if no transportation was available; (3) TEP

2 did not al low itself sufficient flexibi l i ty in the Gallo Wash contract; and (4)

3 the amount of pre-development costs for Gallo Wash were excessive.

4 We agree with Staff, Rico, and JSA that Gallo Wash is currently not used

5 and useful. There was no evidence to support TEP's claim that Gallo Wash had

6 in any way benefitted ratepayers. Further, i t  i s  no t  c l ea r  i f  i t  w i l l ever be

7 used to benefit ratepayers. Accordingly, we will deny TEP's request to include

8 the monies spent on Gallo Wash in rate base. We wi l l further address TEP's

9 lack of formal  procedures for fuel  procurement in another section of this

10 Order.

11

12

13 1. Cash Workinq Capital

14 TEP performed a lead/lag study of its cash working capital requirements.

15 That study showed a requirement of $24,55l,000, which TEP included as a

16 component of the working capital portion of rate base. Staff, RIJCO and JSA

17 recaumended modifications to TEP's lead/lag study which would result in a

18 downward adjustment to TEP's proposed cash working capital in the amount of

19 $39,l3l,000, $31,892,000 and $23,258,000, respectively.

20 Staff and TEP disagreed on the number of lag days for revenues. There was

21 no dispute that there were 17.6 days of revenue lag up to the date of mailing

22 b i l l s . However, Fran the mail ing date to  receipt  date,  TEP and staf f

23 determined there were 25.5 days and 16 days respectively. In determining its

24 revenue lag, TEP had divided the average of the month-end customer accounts

25 receivable balances by the average TY daily revenues Fran residential and

26 commercial customers. staff disagreed with TEP's calculation because the

27 industrial custaners were not included in the daily revenues. After correcting

28 this anission, staff calculated an average daily lag of 16.0 days. TOP did not

vi. RATE BASE

A. Workinq Capital

6
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1 dispute the correction, but instead argued that the entire method was EL

2 because it did not reflect the length of time that unpaid bills stay in

3 accounts receivable. As a result, TEP changed methodologies and calculated the

4 revenue lag days based upon 150 randomly selected customers for the TY month of

5 September. Based on this new calculation, TEP determined there were 24.9

5 revenue lag days. staff was concerned with possible seasonal bias for TEP's

7 sample since only the bills for one month were used. staff expanded the sample

8 group to include a full 12 months of data and arrived at a lag "that was

9 remarkably similar" to its initial determination.

10 We are not convinced that Staff's method of calculating the lag days was

11 in error or should be discarded. It was the sane method that TEP initially

12 used from which staff made corrections. In addition, the number produced by

13 the correct application of the methodology is corroborated by the sample data

14 for a representative 12-month period. As a result, we will accept S

15 c a l c u l a t i o n o f 16.0 l a g days f r om  ma i l i n g date t o r e ce i p t date and

15 correspondingly the overall revenue lag of 33.6 days.

17 TEP calculated a 31-day expense lag for property taxes based upon an

18 accounting procedure reooumnended by a FERC auditor in 1978. staff and RUCO

19 calculated a 213-day expense lag for payment of the tax by assuming that the

20 "service period" for property taxes is the midpoint of the calendar year, which

21 begins with an assessment date of January 1. Further, Staff and RUCO indicated

22 that a similar calculation was made in recent Arizona Public Service Company

23 (Docket No. U-1345-85-367) and lfbuntain States Telephone and Telegraph company

24 (Docket No. E-l05l-88-146) decisions. For the same reasons set forth in those

25 decisions, we concur with Staff and RIJCO.

26 TEP had requested an adjustment to cash working capital of $9,031,000 as

27 necessary in order to canpensate the Company for incurring $513,416 in bank!

28 fees. TO arrive at the claimed amount of $9,031,000, TEP divided the $513,416
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primarily the cost of maintaining a sufficient quantity of coal on hand in

result was an $8,086,000 downward adjustment to the company's proposed working

amount by a projected net average earnings rate of approximately 5.685%. staff

2 and Ruoo disputed the Company's cash working capital adjustment of $9,031,000

3 because it would increase TEP's revenue requirements by over $1.5 million in

4 order to recover $513,416 of expenses. In lieu of a cash working capital

5 adjustment, staff and Ruoo recommended an adjustment to increase operating

6 expenses for the appropriate amount of bank fees. We concur with staff and

'7 Ruoo.

8 TEP was critical of staff and RUCO's cash working capital calculation

9 because it did not take into consideration certain "non-cash" items such as

10 depreciation expenses, deferred income tax expenses, and return on equity

1 1 c a p i t a l . A s  we  h a ve  sa t e d  i n  p re v io u s  d e c i s io n s ,  t h e  ca l cu la t i o n  i s  f o r  ' ca sh

12 working capital" and not 'cash and non-cash working capital". Further, we

1 3 b e l ie ve  t h e  in c lu s io n  o f  e q u i t y  co s t s  in  wo rk in g  ca p i t a l  p ro v id e s  a n  a d d i t i o n a l

14 return over and above the most of equity. As a result, we clearly reject TEP's

15 request to include "non-cash" items in its cash working capital calculation.

16 2. Fuel Stock

17 'I'EP had included $16,355,000 in working capital for fuel stock. This is

18

19 order to assure a reliable continuance of service. staff normalized fuel stock

20 levels based on TEP's inventory policies and adjusted TY fuel consumption. The

21

22 capital allowance. TEP partially concurred with Staff's adjustment and revised

23 The remaining difference resulted

24 from staff utilizing an average burn rate for calculating fuel inventory while

25 TEP used a maximum burn rate. The Commission finds that the average daily burn

25 rate should be used to calculate the fuel stock adjustment. since there are

27 seasonal variations in system load and hence in the amount of fuel needed for

28 reliable, continuous service, use of the average rate wi l l produce a

its initial request downward by $4,l22,000.
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. "1 representative fuel inventory level for working capital purposes. Use of

2 maximum daily burn, on the other hand, would produce an inflated works g

3 capi tal  al lowance under the incorrect presumption that fuel  inventory is

4 maintained for peak consumption throughout the year.

5 3. Materials and Supplies

6 In TEP's initial filing, it had included as a component of working capital

7 $8,326 ,000 for materials and supplies. staff trade adjustments totaling

8 $1,042,000 to remove undistributed stores expense related tO construction and

9 operations. TEP generally concurred with staff 's adjustment, however, TBP

10 claimed that Staff had fai led to remove $73,000 of store cost related to

1 1 construction Fran average monthly stores expense. Since TEP did not provide

12 any support for i ts claim, staff argued i t s adjustment shou.1d be accepted i n

13 whole. We concur with Staff.

14 B. Investment Tax Credits

15 staff recommended a reduction in rate base in the amount of $53,868,000

16 for accumulated deferred investment tax credits ("ITC") related to construction

17 work in progress ("(WIP") . According to Staff, these credits reduce the size

1 8 o f the investment required to construct new fac i l i t ies. In general, staff

1g recommended that ITC related to facilities induced in cup should be deducted

20 Fran the cost base used to calculate AHJDC. However, since FERN's Uniform

21 system of Accounts does not make any provisions for such deduction, staff

22 recommended the ITC amount be deducted from rate base.

23 TEP argued that Staff's recaunendation to reduce rate base for such rec

24 would resul t  i n a v io lat ion of  the consistency requi rements of  Sect ion

25 46(f)(l0) of the Internal Revenue Code ('Code"). Further, such a violation

26 could resul t  in TEP being requi red to repay the Internal Service

27 ("IRS") $160,000,000 of realized ITC savings.

28 Because of the concerns raised by TEP, Staff modified its recamnendation

Revenue
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1 and returned to its original position that the ITC in question should be

2 deducted Fran investment base used to calculate AFUDC. TEP was still concerned

3 that Staff 's revised recannendation may violate the consistency requirements of

4 the Code. For that reason, TEP argued that the Commission should defer Staff's

5 recommendation until after TEP could obtain an IRS letter rul ing.

6 Although we favor Staff 's modified reccuunendation, we find that the

7 potential risk to TEP is too great for the benefits to be gained. As a result,

8 we wil l defer Staff's recommendation to the next rate case and order TEP within

9 60 days of the date of this Order to request an IRS private let ter rul ing

10 regarding whether a violation of the Code would result.

1 1 c. San Juan Unit No. 3 ITC Recapture

12 As a result of the transfer of son Juan Unit No. 3 and springervil le Unit

13 no. l to Alamito, TEP had to recapture the TIC for those two units. Alamito

14 and TEP reached an agreement whereby Alamito was responsible for the recapture

15 for springerville Unit No. 1 and TEP was responsible for the recapture for San

15 Juan Unit no. 3. As a result, TBP is amortizing the recapture over a 28-year

17 period.

18 Staff argued that the recaptured ITC should be disallowed for two reasons :

19 (1) San Juan Unit No. 3 will not provide service to TEP's ratepayers during the

20 period that new rates are in effect; and, (2) the spin-off of the units to

21 Alamito was jinprudent. The proposed adjustment would reduce rate base by

22 s12,020,000.

23 'REP argued that the spin-off did provide benefits for its ratepayers. As

24 an example, the spin-off resulted in $11,300,000 of tax credits generated by

25 Valencia due to its status as a non-utility. Since staff included the valencia

26 tax credit, TEP argued it is only fair to include the rec recapture.

27 W e agree wi th staff. Valencia provide service

28 ratepayers. In the Alamito spin-off proceeding TBP testified that the Valencia

continues to to the

•
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1 transfer "will isolate the more expensive taxable debt utilized to finance =

coal f a c i l i t i e s from the tax exempt debt u t i l i z ed to construct

Springerville 2." The ratepayers have been charged for the taxable debt

associated with Valencia so it is only fa i r that t.he ratepayers enjoy the tax

ben e f i t s .

The San Juan 3 ITC recapture is separate Fran the Valencia ITC issue. The

ratepayers are not receiving any benefits from San Juan and it was TEP's own

actions that resulted in the ITC recapture liability. As the $12,020,000

associated with the San Juan 3 ITC recapture is neither used or useful it is

disallowed from rate base.

D. PPFAC

(

23

2

3

4

5

6

7

8

9

10

11

12 The Commission in Decision No. 56526, dated June 22, 1989, ordered that

13 TEP's purchased power and fuel adjustor clause ("PPFAC") be abolished as QF

14 July 1, 1989 for misuse. At the same time, a temporary surcharge of 2.18

15 per kph was authorized to allow TEP to begin collecting its PPFAC "bank

15 balance".

17 TEP has urged the Commission to retain Me PPFAC. According to TEP, the

18 elimination of its PPFAC will increase the variability of its cash flow and

19 result in an increased cost: of capital. TBP also argued if the PPFAC is

20 abolished that its level of purchased power and fuel expenses must be adjusted

21 to an appropriate level. In general, DOD was in support of a PPFAC if it was

22 properly constructed. In fact, even TEP agreed that if its PPFAC was retained,

there would need to be somemajor revisions to the PPFAC.

We affirm Decision No. 56526. Besides the misuse being grounds for24

25

26

27

28

eliminating the clause, the evidence shows that fuel prices are fairly stable

and are expected to be stable for the next few years. In addition. we concur

with RUCD's argument that an adjustor clause for me portion of a utile

co s ts can r esu l t i n a d i s t o r t i o n of e f f i c i e n c y i n cen t i ves . A PPFAC, f o r
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1

in PPFAC costs could occur when

Bank Balance

with double of costs

1 example, could result in a utility having less of an incentive to minimize fuel

2 costs versus i ts other costs. An increase

3 other nor fuel costs are declining, or~ when revenues are increasing faster than

4 costs due to load growth. See Decision No. 56450, April 13, 1989. This is

5 especially true when demand charges are included in the PPFAC. We share TEP's

5 concerns that future increased fuel prices can affect its earnings variability,

7 and as a result we wil l  reserve the right to reinstate a PPFAC if fuel prices

8 do again become volatile.

g E.

1 0 TEP claimed its bank balance was undercollected as of  December 31, 1988 by

1 1 $52,044,896. This amount included $43,324,000 in demand related costs incurred

1 2 p r i o r  t o  A p r i l  1 9 8 8 . Fran  Apr i l  1988  th rough  December 1988 ,  TEP inc luded

1 3 addit ional demand charges in the amount of  $35,924,000.

14 Staff was primarily concerned possible recovery

15 because of the inclusion of demand charges in theppFAc. According to staff,

16 since the base rate includes an allowance for demand charges, any increased

17 sales recover a portion of fixed charges in current rates which may also be

18 collected in the PPFAC charge. This is especially true in this case because

19 TEP's customer base has increased by 29.7% since its previous rate case. staff

20 calculated what it considered to be reasonable demand charges for the period

21 Apri l 1988 through calculations,

22 recommended inclusion of $20,679 ,000 in  demand  re la ted  cos ts  f o r  tha t  pe r iod  o r

23 a disal lowance of  $15,245,000 Fran the level requested by 'I'EP.

24 Because TBP picked and chose how much demand costs, if  any, (see Decision

25 No. 56526) s h o u ld  b e  i n c lu d e d  i n  i t s  b a n k  b a la n c e  p r i o r  t o  A p r i l  1 9 8 8 ,  Ru s s o

26 recommended no demand charges be approved for that period. Addit ionally, Russo

27 analyzed TEP's post-Apri l  1988 inclusion of  197 megawatts of  demand costs as to

28 the proper reserve marg in . Based on that analysis,  Ruoo deterxmired that TEP's

Decanber 1988. Pursuant  to  i ts Sta f f
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We also concur with Ruoo that a fair allocation would

A of allowable PPFAC

1 reserve margin for wholesale load and retail load was 1.75 percent and

2 percent, respectively. As a result, Ruoo reallocated reserve margins for

3 wholesale and retail loads so each would be l7.2%. There would need to be 135

4 megawatts of danand charges recovered through the PPFAC for the period April

5 1988 through May 1989 in order to obtain a 17.2% reserve margin. Lastly, RUCO

6 recommended that no Alamito danand charges be allowed until conclusion of the

'7 FERC proceeding, Docket No. ER87-47-001, in which the Commission is challenging

8 the level of the Alamito charges included in wholesale rates.

g Staff and TBP agreed on the appropriate bank balance prior to April 1988.

10 We concur with that determination. TEP has already lost its PPFAC as well as

11 any opportunity for collecting that portion of its demand charges which it

12 intentionally excluded Fran the bank balance during that period. We do not

13 believe it appropriate to further punish TEP by disallowing all other demand

14 charges which it did include in the bank balance prior to April 1988

15 recaumended by RUCO. As to the post-Apri l  1988 period, TEP argued that Sta.ff's

16 recommended danand charges were underrated due to several calculation errors

17 including use of an inappropriate cost of capital. We concur with TBP that

18 Staff utilized its recommended capital rather than TEP's currently

1 9 au t h o r i z e d  c o s t  o f  c ap i t a l . A s  a  r e s u l t ,  w e  w i l l  n o t  a d o p t  s t a f f ' s  p r o p o s a l .

20 We concur with Ruoo that TEP's location of capacity responsibilities

21 result in an inequitable allocation of reserve responsibility between wholesale

22 and retail ratepayers.

23 be to equalize the percentage over the wholesale and retail custaners. As a

24 result, we will only allow 135 megawatts of purchased power demand charges for

25 the period Apri l  1988 through May 1989. summary the

26 charges are as follows:

27

28

I
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Bank balance excluding non-fuel items as
of December 31, 1988

$(15,640,000)

Reasonable demand
through Decanber

43,324,000

(10,120,000)

$ 24,617,970

t o t.he bank balance to rate

1

2 Demand related costs prior to April 1988

3 Tax credits to bank balance

4 charges for April 1988
5 1988

6 TEP requested it be allowed to collect its bank balance over approximately

7 a one-year period through a surcharge to base rates. TEP argued that Staff 's

8 recommendation transfer base and then al low

9 recovery over six years would be "changing the rules" in the middle of the game

10 and thus be retroactive ratemaking. Further, i f staff 's recommendation is

1 1 accepted, TEP argued there should be an adjustment for the financing cost of

12 the deferred bank balance. Staff responded that TEP changed the rules when i t

13 began to manipulate the fuel clause for its own benefit.

14 The Commission normally will permit any uncollected PPFAC balance to be

15 collected over a time period approximately equal to the time period it took to

16 become undercollected. It  is arguable in this case that such a t ime period

17 commenced at TEP's last PPFAC proceeding in 1983. Because of TEP's

18 manipulation of the numbers included in i ts bank balance, i t is di ff icul t to

19 ascertain the exact date any under collection might have started. We must also

20 take into account the pancake effect on ratepayers of having a base rate

21 increase as well as collection of past undercollected PPFAC amounts in effect

22 concurrently. That  doubl i ng up ef fec t  was d i rect l y  caused by TEP's

23 manipulation of i ts PPFAC. Based on al l the above, w e  f i nd  s t a f f ' s

24 recommendation is reasonable under the circumstances. The fol lowing is a

25 summary of the effect of including the bank balance in rate base :

26

27 3

28

Computed by multiplying TEP's proposed danand charges of $35,924,000 by
the ratio 135 m/197 m.
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Pro Toma bank balance as of December 31, 1988
Accumulated deferred income taxes

$ 42,181,970
$ 16,181,003

Amortization period - years

Annual amortization

6

$ 7,030,328

F . Original Cost Rate Base Summary

Based on the foregoing, the fol laving statement detai ls the adjusted

test year original most rate base ("OCRB") for ratemaking purposes.

TEP's Proposed Adjusted
Rate Base

Commission Approved
Adjustments

Adj usiznent
Amount

$859 ,096 ,000
Gallo wash
Deferred Fuel Cost
Cash Working Capital
Fuel Stock
Mater ia ls  &  supp l ies
Deferred Inane ' laxes/
Fuel Bank Balance
San Juan Unit No. 3
ITC Recapture

($32,526,000)
$35,151,641

($39,131,000)
($ 8,086,000)
($ l,042,000)

($13,484,169)

($12,020,000)

$7871958,472

9

1

2

3

4

5

6

'7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

27

28

Commission Adjusted Rate Base

G. Reconstruction Cost New Rate Base

In  Schedu le  A-1  o f  ' I 'EP Exh ib i t  No .  1 ,  TEP presents  a  ju r i sd i c t i ona l

reconstruction most new rate base ("RCNRB") of $l,246,646,000 A l l  o f  t h e

adjustments reflected in our determination of the OCRB are equal ly appl icable

to the Rc1aRB. No change in these adj ustments is necessary to restate then i n

terms of reconstruction cost new. Thus, our Rams is $1,175,508,472.

H. Fair Value Rate Base

The Commission kos traditional ly determined the ' fa ir  va lue"  ra te  base

("FVRB") by taking the average of OCRB and Rams. No party has suggested a

di f ferent  weight ing be used in  th is  proceeding. Consequently, we wi l l  f

that TEP's adjusted FVRB at June 30, 1988 is $981,733,472.
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2 Gross Annual Revenues

3 TEP had actual revenues during the TY of $519,365,000 for whim pro forma

,4 adjustments totaling ($l22,987,000) reduced it to $39l,38l,000. Most of the

5 adjusbnent was due to the loss of the SDG&E sale as of May 31, 1989. staff

6 concurred with TEP's adjusted TY revenue amount.

7 1. Unbilled Revenues

8 JSA proposed an adjustment of $4,173,000 for unbilled revenues. Hiring

9 calendar year 1987, TEP switched Fran the meters read to the unbilled method of

10 recording revenue. As a result of that Mitch, TEP had a me-time adjustment

11 whereby twelve and behalf months of revenues were reported during a twelve

12 month period. The amount of this one-time adjustment increased 1987 revenues

13 by approximately $16.7 million. JSA argued that this onetime adjustment

14 should be amortized over a four-year period which would increase TY revenues by

15 $4,173,000. TEP argued that there was no gain as proposed by JSA. According

16 to TEP, there was no increase in cash but only an accounting change to conform

17 to the Tax Reform Act of 1986.

18 We concur with TEP. The affect of the accounting change resulted in

19 twelve and behalf months of revenues being counted during the year 1987 .

20 That additional one-half month would have been a carry-over from the previous

21 year and in effect resulted in the same revenues being counted twice with no

22 additional cash.

23 2. Customer Growth

24 TEP increased its TY revenues and fuel expenses to reflect the higher

25 number of custzaners existing at the end of the TY. Rico went onestep further

25 and proposed an adjusunent of $4,972,878 for customer growth from the end of

27 the TY to may 31, 1989. According to RUCO, the increase in custcxners is a

28 known and measurable change similar to many of TEP's out-of-period

A.
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1 adjustments. TEP argued that RUCO's proposed adjustment would result Ir'

2 mismatch of revenues and expenses for the TY. According to TEP, Ruoo has a

3 30 no of load to the TY and with the exception of fad costs has not adjusted

4 for related costs. TBP claimed that Rico had committed eleven errors in making

5 its proposed adjustment, including the number of custaners budgeted at June

6 1988.

7 Although we concur with the concept of RUG)'s proposed adjustment, there

8 is not sufficient information from which to make an adjustment. RUCO has

9 utilized the budgeted number of customers instead of the actual nmnber as of

10 the t ime of  the hear ing. Further, there was adjustment made for an

1 1 increased 30 m of load other than the fuel costs. The other out of period

12 expenses are not known and measurable at this time.

13 3. Weather Normalization

14 Among TEP's adjustments was a reduction in TY revenues in the amount l

15 52,588,000 for weather normalization. This adjustment was made to compensate

15 for the fact that the TY was warmer than the recent ten-year average. Although

17 none of the parties opposed the weather normalization adjustment, we do have

18 some concern over this adjustment. As we indicated in the most recent APS case

19 (see Decision no. 55931, April 1, 1988) the use of a ten-year average in other

20 proceedings will depend on the circumstances and the evidence presented. 'IosEP's

21 own witness indicated the weather is in a state of flux and that it seems to be

22 getting warmer in Arizona. Based on the above, we will approve the weather

23 adjustment but will direct TEP to present evidence concerning the most recent

24 fiveyear average if it seeks a weather normalization adjustment in its text

25 rate case.

25 B. Amu al Operatinq Expenses

27 TEP had actual TY operating expenses of $442,399,000 which it adjuaec

28 $65,188,000 to $377,211,000. The other parties recommended numerous

no
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1 For the reasons set forth

we find

adjustments to TEP's proposed operating expenses.

2 hereinafter, that for ratanaking purposes the TY operating expenses

3 were $365,436,686.

4 1. Gallo Wash Amortization

5 TBP included $1,122,000 of depreciation expenses

5 inclusion in rate base at Gallo Wash.

'7

i t s proposed

Staff, RUCO, and JSA all opposed this

for

adjustment as part of their opposition to including Gallo Wash in rate base.

For the same reasons set forth on the rate base request, we concur with Staff,8

9 Ruoo, and JsA.

10 2. Depreciation Annuarlization

11 Staff recommended that TEP's depreciation expense be reduced by

12 $4,l38,000. TEP had used a thirty-year life span method for calculating

13 depreciation for its San Juan, Navajo, and Four Corners coal-fired plants.

14 staf f a rgued  t h a t  a  more  r ea l i s t i c  p l an t  l i f e  wou l d  be  f o r t y  yea r s . staf f

15 indicated that several of the co-owners of the plants were using depreciation

16 l i ves  in  excess  of  th i r ty  years .

1'7 TEP argued that staff 's recommendation contravenes A.A.C. R14-2-102 ("Rule

18 l02") which provides for the review of a public service corporation's

19 depreciation rates through a mechanism separate Fran a rate proceeding.

20 also argued that staff's recannendation is faulty because it did not take

21 salvage value into consideration. We note that staff indicated there are

22 special circumstances in this case which support a change in depreciation rates

23 outside the formal procedures.

24 At the outset, we observe as a general ratter that a simple filing of

25 depreciation rates pursuant to R14-2-102, without further objection Fran the

26 staff, does not and cannot imply Commission approval of those depreciation

27 rates for ratenaking purposes. To hold otherwise would result in an unlawful

28 delegation of the Commission's constitutional ratanaking responsibility and

TEP
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t o the to book the fit

its TY

those

for bonuses.

since TEP's

also recommended a
compensation already exceeded industry averages.

75% amount located to TEP down to

This

so  when the  cur ren t  sa la r i es exceed averages I

which

1 ef fect ive ly  prec ludes par t i c ipat ion  by other  in terested part ies . The staf f

2 failure object merely permits utility rawly

3 depreciat ion rates for accounting purposes -  nothing more and nothing less.

4 However ,  the ev idence in  th i s  case i s  suf f i c ient l y  conf l i c t i ng such that  the

5 Commission wi l l  accept TEP's fi led rates for the purposes of this case but wi l l

6 review those rates again in the text rate case.

7 3 . Management Compensation

8 TBP had included $850,000 in expenses management

g s ta f f recanmended disallowance of expenses management

10 Staff

1 1 $102,000 r e d u c t i o n  i n  p a y r o l l charged to  TEP by i t s corporate planning

12 subsidiary, Tucsonel. Although only 75% of Tucsonel ' s payroll is allocated to

13 TBP, even that 75% amount exceeds the industry average for total salaries. For

14 that  reason, staf f adjusted the

15 industry average for total salaries.

16 We concur with Staff. There certainly has been no justi f ication put forth

17 i n this case that would warrant rewarding management with bonuses. i s

18 especially already industry

19 Further, we f ind that staf f  has been fair  in reducing the 75% located payrol l

20 - down to an amount equal to 100% of industry averages.

21 4. Employee Benefits

22 Staff made proforma adjustments to anplcyee benefi t expenses

23 resul ted in a reduction in TEP's proposed expenses of $148,000. staff argued

24 that this recommendation should be adopted since it was unrebutted. We concur

25 with Staff.

26 5. Bank Fees

27

28

TEP requested TY bank service fees in the amount of $288,416 plus $255,

for an additional $120 million in lines of credit subsequent to the TY. Staff
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TEP

associated with short-tem lines of credit

bank fees in

a . A statement of policy concerning
theoretical basis for allocations ;

b.

c . Procedures for calculating locations of
costs and inter canpany charges for services;

d.

1 recarmended including only the actual TY amount of $288,416 since was

2 unable to determine the actual amount of any additional bank service fees. As

5 a result, staff argued that the additional fees were not known and measurable.

4 Ruoo reoonunended only the fees associated with day-to--day bank service in the

5 amount of $133,846 be included. According to Ruoo the remaining fees are

6 that should be considered in the

7 development of the AFUDC. According to RUOO, this wi l l  have the effect of

8 capitalizing short-term borrowing costs.

9 We concur with gaff. TEP has not demonstrated additional

10 the amount of $255,000 are known and reasonable. Further, we do not agree with

11 Ruoo that short-term borrowing mosts should effectively be capitalized.

12 6. Affiliated Interest Transactions

13 Staff recommended a $1,259,000 reduction in operating expenses for

14 al location of canon costs to non-ut i l i ty act ivi t ies. staff argued that this

15 recommendation should be adopted since i t  w as unrebutted. staff also

16 recommended that the Commission order TBP to prepare the fo l lowing

17 documentation in the future in order to support the allocation of costs between

18 regulated and non-regulated activities :

19 the appropriate

20
Written memorandum or work orders specifying the

21 services to be provided;

22 corporate

23
Monthly invoices specifying the intercompany charges

24 and providing supporting detail; and

25

26
We concur with staff.

27

28

e . An annual summary of the intercompany charges made
during each calendar year.
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7. Outside Services/Insurance Costs

2 Staff recommended disallowing non-recurring outside service charges

3 well as outside service charges not needed to provide retail electric service.

4 staff also recommended insurance costs to be annualized to reflect the most

5 recent policies. These two adjustment would result in a total disallowance for

5 the TY of $l,282,000. staff argued that the above two recommendations should

7 be accepted since TEP failed to rebut them. We concur with staff.

8 8. Property Taxes

9 Staff made proforma adjustments to property taxes which resulted i n  a

10 reduction in TEP's proposed expenses of $596 ,000. Further, staff argued that

1 1 this adjustment should be adopted since it was unrebutted. S ta f f  is only

12 partially correct. TEP did file corrections to Staff's calculations which

13 resulted in an increase of $231,000 or a net reduction Fran 'IosEP's original

14 filing of $365,000. According to TEP, staff failed to use actual per book

15 for Irvington Unit 4. In addition, staff erred in applying an estimated tax

15 rate instead of using the actual canposite tax rate. Lastly, staff failed to

17 include the property tax on plant held for future use, which is included in

18 rate base.

19 we agree with TEP that the plant balances used in the calculation of

20 property tax expense should be synchronized with the plant balances reflected

21 in rate base. As a result, we find the proper adjustment Fran TEP's original

22 filing would be a decrease of $365,000.

23 9. Valencia Costs

24 TEP proposed employing the units-of-production accounting methodology for

25 Valencia coal handling facilities lease equipment. Furthermore, TEP proposed

25 the lease expense be based on the two existing units at springervil le. JSA

27 argued that since the facilities were designed for and capable of serving f

28 units, then the costs should be spread over four units. staff recamnended

1
I
I
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I f ,  and when, addi t ional  un i ts  are bu i l t ,  the

1 allocating 50% of the lease payments to coal inventory and 50% of the payments

2 to deferred charges. staff would have the deferred portion added to TEP's rate

3 base and amortized over the l i fe of Springervi l le Uni t 2. According to Staff,

4 its method has the benefit of avoiding the added complexity and potential for

5 error  inherent  in  un i ts-of-product ion  account ing. In  add i t i on ,  s t a f f  a rgued

6 that i ts method would permit matching of lease costs for Springervi l le coal

7 handling facilities with benefits of use.

8 We concur with TEP. It is mt clear at this time whether units three and

g four  w i l l  ever  be bui l t . As a resul t, we f ind the enti re costs should be

10 allocated over two units. Staff has not shown that this method is more complex

1 1 or has any more potential for error than any other method. We also find that

12 spreading al of the costs over two units provides the appropriate matching of

13 costs and benefits at this time.

14 costs at that time can be spread over the increased number of units.

15 10. Tax Normalization/Deferred Income Taxes

16 TEP requested an increase in operating expenses of $3,252,000 for tax

17 normalization of those plant related differences for capital ized overheads,

18 renomral costs, and repair allowance. TEP indicated that al l  of i ts property

19

20 plant  added af ter  that  date i s  accounted for  on a normal i zat iaa basis.

21 According to TEP, this change wi l l  improve i ts f inancial  picture wi thout

22 increasing costs. Further, TEP argued that the flow-through method shi fts

23 costs Fran ratepayers in the early years of the l i fe of the plant to the later

24 years. According to TEP, this method does not properly match costs and

25 benefits since ratepayers will be paying different costs for exactly the same

service. In addition, TBP argued that Fem: Order no. 144 issued on may 6, 1971

requires all companies subject to its jurisdiction to adopt full normalization

of  t ax  t im ing and bas i s  d i f f e rences . I n  s u ppor t  o f  i t s  pos i t i on ,  TE P  c i t ed

additions prior to 1979 are being accounted for au a flow-through basis and al

27

28
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Commission Decision No. 53761, dated September 30, 1983, whereby APS was De

2 the right to continue with partial tax normalization.

3 S ta f f o p p o s e d  t h e  r e q u e s t  f o r  a d d i t i o n a l n o r m a l i z a t i o n  u n t i l  a f t e r  t h e

4 requ i remen ts  o f  F inanc ia l  Accoun t ing  s tandards  Board 's  s ta temen t  No . 96 ("FASB

5 96") i n  p l a c e  f o r  1 9 9 0 . s t a f f  a r g u e d  t h a t  T E P  L a s  n o t  d o n e  a

6 comprehens ive  rev iew o f  i t s  no rma l i za t ion  pos i t i on  and  FASB No .  96  w i l l  p rov ide

'7 a  f ramework fo r  such  a  canprehensive  rev iew. TEP argued that the focus of FASB

8 N o .  9 6  i s  o n  f i n a n c i e r  s t a t a n e n t  p r e s e n t a t i o n  a n d  d o e s  n o t  i n  a n y  w a y  c h a n g e

g i n a n e  t a x  n o r m a l i z a t i o n .

10 Rico did not aka a position regarding full normalization. In addition,

1 1 RUCO a rgued  tha t  TEP  d id  no t  take  in to  accoun t  the  ad jus tmen t  fo r  con t r ibu t ions

1 2 i n  a i d  o f  co n s t r u c t i o n  wh i ch  wo u l d  d e c r e a se  i n co m e  ta x  e xp e n se s  b y  $ 4 5 3 ,4 1 5 .

1 3 Fu r th e r , R i c o  a r g u e d  t h a t  T E P ' s  m e t h o d  o f  n o r m a l i z i n g  c o s t  r e m o v a l  w a s

1 4 imprope r .  A cco rd ing  to  R i co ,  the  de fe r red  i ncome  tax  expense  shou ld  be  red

1 5 b y  $ 8 5 2 , 7 4 3  t o  c o n t i n u e  t o  r e f l e c t  t h e  f l o w - t h r o u g h  o f  c u r r e n t  d e d u c t i o n s  f o r

1 5 cos t  o f  r emova l  assoc ia ted  w i th  f l ow- th rough  v in tages  o f property.

1 7 W e  d o  n o t  b e l i e ve  th a t  FE RC Or d e r  No .  1 4 4  r e q u i r e d  fu l l  t a x  n o r ma l i za t i o n

18 for the Arizona jurisdictional operations. Alternately, it appears that there

1 9 i s  s a n e  b e n e f i t  t o  f 1 N 1  t a x  n o r m a l i z a t i o n . Based  on  the  in fo rma t ion  p rov ided

2 0 i n  t h i s  p r o c e e d i n g ,  w e  w i l l  a l l o w  f u l l  t a x  n o r m a l i z a t i o n  a t  t h i s  t i m e .

2 1 H o w e v e r ,  w e  b e l i e v e  t h a t  t h i s  i s s u e  m e r i t s  f u r t h e r  i n v e s t i g a t i o n  a n d  a  m o r e

22 complete discussion of the benefits of f u l l normalization versus partial

2 3 f low- th rough .

2 4 study r e g a r d i n g  fu l l  i n co me  ta x  n o r ma l i za t i o n . Th i s  s tudy  shou ld i n c l u d e ,  a t  a

2 5 m i n i m u m ,  v i n t a g e  a x  b a s i s  d a t a ,  v i n t a g e  b o o k  b a s i s  d a t a ,  t h e  m o s t  r e c e n t  t e n

2 6 y e a r s  t a x  d e p r e c i a t i o n  r a t e s , e x c e s s  a c c e l e r a t e d  d e p r e c i a t i o n data , a.p8

2 7 d e f e r r e d  t a x  a c c r u a l  a n d  r e v e r s a l  d a t a  f o r  t h e  m o s t  r e c e n t  t e n  y e a r  P e r i

28 Consistent with our decision to continue full normalization at this time, we

T h e r e f o r e ,  T E P  s h a l l  f i l e ,  w i t h  i t s  t e x t  g e n e r a l  r a t e  r e q u e s t ,  a
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concur

for i n a d of construct ion and the

reduce TEP's normalization Fran

1 with Rico that full normalization should be done prospectively on a

2 proper basis. As a result, we approve RUCK's proposed $1,306,158 adjustments

3 contribut ions flow-through of current

4 deductions, which adjustment $3,252,000 to

5 s1,945,842.

5 11. Interest synchronization/Income

7 Staff Ruco, and JSA, each recommended an adjustment to income taxes and

8 interest deductions based on pro forma rate base and rate of return. TEP did

g not. We concur with the concept and will make the appropriate adjustments

10 based upon Commission approved rate base, cost of debt, and TY operating inane

11 level .

12 12. Lee Ranch and McKinley Coal Prices

13 As a result of the transportation problem associated with Gallo Wash, 'I'EP

14 was forced to find a substitute coal source for its springerville plants. On

15 May 24, 1982, TOP signed a coal supply contract with Santa Fe Coal Corporation

16 ("SFOC") to supply coal from its Lee Ranch mine. Just as in the Gallo Wash

17 decision, 'I'EP performed no written econanic analysis and had no contemporaneous

18 documentation to support its decision. Because of the advance royalty payments

19 required under its Gallo Wash contract, TEP had an incentive to try to work out

20 an agreement with Santa Fe. In conjunction with the TEP and SFCC contract, the

21 two parties also modified the GaL1lo Wash agreement whereby TEP's obligation to

22 pay the advance royalties was delayed. Approximately nine months after the TEP

23 and SFCC contract was signed, SFCC entered into a contract with plains Electric

24 Generation and Transmission ("Plains") for coal from Lee Ranch at a price

25 approximately 25% lower than TEP's price.

26 JSA alleged that TEP overpaid for Lee Ranch coal by 30% over market

27 price. As a result, JSA recaunended TY expenses be reduced by $l0,120,000. In

28 response, TEP argued there were significant differences between the TOP and

Taxes

0

.39- Decision No. 51 (.57



HH IIIH I II ll1II1lllll1l_ll_lll

u-1933-88-280
e t  a l .

Plains contracts so that the Further, 1

Russo

3MOl.1I'1t and a

recent Lee Both Staff and Russo

and

unfavorable

concerns

1 prices could not be canpared.

2 indicated that it had subsequently negotiated several times for reduced pry

3 for Lee Ranch coal  which should make i t  more acceptable today. also

4 concluded that the Lee Ranch coal  pr ice was too high but by a much lesser

5 recommended $3,022,000 TY adjustment. Staf f  agreed that the

6 Ranch pr ice approximated market pr ice.

7 expressed concerns over sane of the rems in the contract which could cause

8 future prices to escalate.

9 On June 17, 1981, TEP signed a coal supply contract with Pittsburgh and

10 Midway coal Mining canary to supply coal from its McKinley mine. As was the

11 situation with the other coal contracts, there was no written econanic analysis

12 or formal bidding process conducted by TEP. JSA concluded that TEP overpaid

13 for  McKin ley coa l  a t  the  t ime o f  the i r  cont ract  by approximate l y  26% over

14 market pr ice. As a result, JSA recarmended a disal lowance of $3,135,000 I

15 coal costs during the TY. Rico also analyzed the No:Kinley contract

16 although they reached the opinion that the contract contained

17 terms, Ruoo concluded that the coal  costs were reasonable. Ruoo expressed

18 concern regarding TEP's rai l  transportat ion contracts for both the Lee Ranch

1g and mcKinley coal movements and recommended the Gommission investigate the

20 reasonableness of those contracts.

21 We are not convinced that the recent Lee Ranch coal prices were still

22 excessive. As to the McKinley coal prices, we are not convinced those prices

23 have ever been excessive. At the same time, we recognize the

24 expressed by the various parties that the contract terms could result in the

25 prices being excessive in the future. As a result, those prices will be

26 carefully scrutinized at future rate cases. We also agree with RUCO, that

27 TEP's rail transportation contracts need to be thoroughly investigated

28 reasonableness at TEP's text rate case.

x
I
[
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1 In summary, while we do not disallow Lee Ranch or McKinley Coal prices in

2 this case,

3 contracts. The Commission will continue to monitor these costs and encourages

4 TEP to renegotiate their existing contracts to obtain the lowest possible costs

5 on the most favorable terms possible.

6 c. statement of Net Operatinq Income

7 Based on the foregoing, the following statanent details the adjusted test

8 year net operating income for ratanaking purposes.

Operating Income Summary

the failure to do so does mt constitute an endorsement of those

$411,434,050
$377,211,000

($
(S
(s
$

($
($
($

l , l 22 ,000)
952,000)
148,000)
288,416

l,259,000)
l ,282,000)

365,000)

1

9

10

11

12

13

14

15

16

1'7

18

19

20 VIII. Cost of Capital

21 A. Capital Structure

22 The parties differed on whether to use TEP's actual consolidated capital

23 structure, TEP's utility-only capital structure, or souse type of a hypothetical

24 capital structure. Determining the appropriate capital structure and the cost

25 of Con muon equity were complicated by the fact that TEP consists of both a

26 utility division as well as an investment division. As a result, any market

Operatinq Revenues
Operating Expenses (Per TEP)
Conunission Approvved Ad-lustments

Gallo Wash
Management Compensation
Bnployee Benefits
Bank Fees
Affiliated Interest Transactions
Outside Services/Insurance Costs
Property 'laxes
Tax Normalization/Deferred Income

Taxes
Amortization of Deferred Fuel
Deferred Fuel/Deferred cane 'laxes
Interest Synchronization
Income Taxes
Alamito Capacity

Total Operating Expenses
Net Operating Income

($ 1,306,158)
$ 7,030,328

($ 2,696,834)
$ 8,537,785
S 27,004,149
$(45,504,000)

$ 365,436,686
$ 45,997,364 \

27 data for TEP includes both divisions lumped into one multidivision firm.

28 TBP utilized its actual consolidated capital structure at June 30, 1988

0
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1 which consisted as follows :

2 TEP Consolidated June 30, 1988

3 Long-term debt 50.54%

4 Preferred stock 4.77%

5 Ccumon equity 44.69%

6 DOD utilized TEP'S actual consolidated capital structure as of September

7 30, 1988. According to HDD, this structure is reasonable because it is a

8 basis for TEP's current credit ratings and capital costs. In addition, DOD

9 argued it is a reasonable structure for electric utility firms in general.

10 DOD's recommendation is as follows:

11 TBP Consolidated September 30! 1988

12 Long-term debt 51.3%

13 Preferred stock 4.6%

14 Common equity 44.1%

15 Staff determined the capital ratios for a portfol io of comparable

16 canpanies, for the electric utility industry, for TEP's utility operations, and

1'7 for TEP's investment operations. The results are as follows:

Electric
Util tty

Compamies4 Industry
Comparable TEP' s

Utility
TEP' s
Investment

18

19

20

21

22

Short-term debt
Long-term debt
Preferred stock
Common equity

.2.74%
44.3%
6.01%

46.93%

3.8%
46.6%
6.8%

42.8%

1.40%
49.83%
4.70%

44.07%

37.53%
39.33%
2.23%

44.07%

staff reccrrlnended the capital ratios from its canparable canpanies be
23

utilized in this case.

24 Russo argued that TEP's consolidated capital structure is mt appropriate

32 in this case not only because it Las intermingled utility and non-utility

27

28
4 Staff originally had included eight companies but on cross-examinati

agreed that Central Hudson Gas & Electric should be renewed Fran the list.
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1 operations, but because the non-utility debts are not included. According to

2 Russo, if those debts are included, the consolidated capital structure of TEP as

3 of December 31, 1988 would be as follows :

4 TEP Consolidated December 31, 1988

5 60.41%

6 3.68%

'7 35.91%

Long-term debt

Preferred stock

Common equity

8 Because TEP had a higher percentage of debt: then the industry average, Russo

9 recommended a capita structure similar to the industry average but taking into

10 account the higher percentage of debt. Russo recoumnended a hypothetical capital

11 structure be utilized consisting of the following :

12 RUCO Recommended Capital Structure

13 Long-term debt 54.2%

14 Preferred stock 5.8%

40.0%15 Common equity

16 Whenever possible, we believe the Counplany' s actual capital structure

17 should be utilized for ratenaking purposes. I n this case, however, we do not

18 find the consolidated structure is necessari ly representative of TEP's uti l i ty

19 business. As a result, we wil l  reject the proposed consolidated structures.

20 We do find that staff's separation of TEP's uti l i ty business provides us with

24

25

2 6  i t s

21 the best overal l  representative capi ta structure in this case. As a resul t,

22 we will approve a capital structure consisting of 1.40% short-term debt, 49.83%

23 long-term debt, 4.70% preferred stock, and 44.07% cannon equity.

B. Cost of Preferred Stock and Debt

In calculating the costs for these senior securities, TEP did not uti l ize

actual var iabi lerate debt or preferred stock costs, but opted for

27 hypothetical  f ixed-rate instruments wi th presumed cost rates for debt and

28

..43.. Decision No. 5445?



U-1933-88-280
et al.

preferred of 7.08%and 9.01%, respectively.

DOD used the Company's anbedded debt costs and anbedded preferred stock

costs as of June 30, 1988 of 6.56% and 6.02%, respectively. staff used the

same costs and also included short-term debt costs of 7.97%. According to

Staff, TEP has consistently issued short-term debt in the past and continues to

project the issuance on a regular basis in the future. Ruoo updated the cost

of preferred stock and cost of debt to December 31, 1988, which it determined

\

M t

1

2

3

4

5

6

'7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

27

28

to be 7.71% and 7.77%, respectively.

Consistent with the determination of the capital structure, as of June 30,

1988, we will use the Company's actual costs as of that date. Accordingly, we

find the appropriate cost of preferred stock, cost of long-term debt, and cost

of short-tenm debt are 6.56%, 6.02%, and 7.97%. We would be remiss if we did

not commend the Company for achieving such aw preferred stock and debt costs.

c. Cost of Common Equity

The proposed equity cost rates by RUCO, JSA, staff, IIJD, and TEP were

l2.0%, 12.38%, l2.4%, l2.5%, and l4.25%, respectively. The Commission has

repeatedly expressed i t s preference for objective market-based measures

provided by a discounted cash flow ("DCF") analysis. All of the aforementioned

parties except JSA had a witness who at least in part relied on the DCF model.

JSA's recommendation was based on the current FERC benchmark. °,

As can be seen, all the parties recommendations were within a small range

12.0 to l2.5%, with the exception of 'I'EP. One of the major areas of

disagreement was whether or not to include an explicit allowance for flotation

costs. TEP included a 60 basis points adjustment for flotation costs while

none of the other parties included any adjustment. The TEP witness computed

his adjustment based upon the "cost that TEP has actually experienced on comma'

share offers in recent years". The aforementioned recent years consisted

four issues of TEP's common shares during the period April 1975 through May

Decision No. / 4 6 47
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1 1978. According to staff and RUCO, the adjustment recannended by TEP would

2 have resulted in the collection of $30 million during the 1982-1987 period.

5 That amount is in comparison to the actual floating costs of TOP during the

4 same period of $95,000. In addition, staff pointed out that the Conunission has

5 recently rejected any allowance for flotation wets for APS in Decision Nos.

6 55228 and 55931. .

7 Certainly, TEP's recent flotation costs do not justify anywhere near the

8 60 basis points requested by TEP. Further, we do not find that issuance costs

g incurred in the period 1975 through 1978 would be relevant to the cost of

1 0 equ i ty a t  t h i s  t i m e . I t  i s  l e s s th an  ce r ta i n  tha t  tho se co s t s have not al ready

11 been recovered in previous rates. Even if they have mt, as we have previously

12 noted in other cases, we are not required to design rates to recoup past

13 losses. As a resuLlt, we are disallowing TEP's flotation cost adjustment.

14 Without the flotation adjustment, TEP's expert had a recaunended cost of equity

15 in the range of 13.15% to 13.65% or a midpoint cost of l3.4%.

16 As to the dividend yield portion of the DCF model, TEP's expert arrived at

1'7 a value of 7.40% simply by dividing the Company's projected dividend of $4.02

18 as of October 1988 by the average TBP market price of $54.31 at the same time.

19 TEP's expert witness performed Company specific analyses for the period

20 1979-1987 for growth in earnings, dividends and book value. Those respective

21 growth rates were l8.2%, l3.7%, and 13.4%. The retention growth rate was

22 determined to be 4.8% which canpared favorably with the consensus forecast Fran

23 Institutional Brokers Estimate systan ("IBF.5") of 4.9%. TEP's expert also

24 analyzed the 5 and 10-year earnings and dividend growth for a comparable group

25 of canpanies which yielded a range between 2.9% and 5.3%. TEP's expert then

26

27 recarmended growth range for TBP of 5.75% to 6.25%.

28 'rip also performed a study on a stand-alone basis for its subsidiary

Decision No. £44.97
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1 operations and determined their average cost of equity *was 12.3 percent. Sir

2 this was less that the overall Company cost of equity, TEP argued that it

3 than supported TEP's proposed 14.25%.

4 DOD performed DCF analysis on the consolidated Company and determined the

5 current most of equity was between 12.2% and l3.3%. DOD relied upon investment

5 Finn growth forecasts 'to arrive at a range between 4.0% and 5.0% for TEP's

7 growth portia of the DCF. Although the growth period after 1982 was well

8 above 6%, DOD did not consider such extreme growth rates useful for ratanaking

9 purposes. DOD concluded that "such growth rates far exceed those typically

1() recorded over the long-term by other f inns and depict a period of excess

11 earnings by the the company." For support of this statement, DOD canpared the

12 average return am book equity by other large corporations with those of TEP and

13 determined that TEP averaged as much as 5% higher. DOD utilized the period

14 from November 18, 1988 to March 3, 1989 to determine the current dividend yi

15 of 7.9%. DOD also estimated the risk differential between the consolidated

16

l'7 Hence, DOD reduced its most of equity range to between 11.95% and l3.05%.

18 Ruoo performed a DCF study on a comparable sample of seven selected

19 electr ic  ut i l i t ies as wel l  as a  separate DCF analys is  on the consol idated

20 company. Fran its comparable sample, Ruoo determined the cost of equity was

21 11.31%. For TFP consolidated, Rico determined the growth rate was 4.60% and

22 the dividend yield was 8.29% for an overall most of equity of 12.89 .

25 One of staff's methods consisted of u t i l i z i ng  a  po r t f o l i o  o f sevens

24 electric companies with comparable risks to TEP. The dividend yield for the

25 seven coxnparables averaged 7.88%. The growth yield for this portfolio was

26 4.43% resulting in a cost of equity of 12.31%. staff also determined that

2'7

28 5

Company and its stand-alone regulated entity was twenty-five basis points.

Results exclude Central Hudson Gas & Electric.
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1 Nevada Power canary ('Nevada") was a canparable <><1t1par1y for TEP's utility

2 operations. Based on Nevada's DCF, staff concluded that the cost of equity for

3 TEP's utility operations was ]2.45%. staff argued that the TEP expert's growth

4 range was too high because of the TBP specific growth rates. Such growth rates

5 can not be sustained over the long tem and accordingly are not realistic to be

6 used in the DCF model .

7 After removal of the flotation adjustment Fran TEP's proposed equity

8 costs, the range of recanmendations fall within 12.0% to 13.4%. Fur thee, we

g concur with staff and DOD that TEP's expert has relied too heavily on a growth

10 rate that included the impact: from Western Coal, M-S-R, and Alamitc. The

11 Commission has taken steps in this case to adjust Company gains Fran those

12 transactions. since TEP's expert had a growth rate approximately 1% higher

13 than the other experts, we believe a downward adjustment of .4% would

14 constitute a very conservative adjustment which would reduce the range to 12.0%

15 to l3.0%. That range is almost identical  to the range arrived at by the DOD

15 witness who used cqnpany specific data. Because of the lack of preciseness

1'7 inherent in any cost of equity determination, we find that a range of 12.0% to

18 13.0% is appropriate in this case.

19 In determining the cost of equity to be assigned a utility, the Commission

20 generally begins its deliberations at the mid-point of the range found to be

21 reasonable and then takes into consideration any factors which we believe

22 warrant an upward or downward adjustment. In this case, we are not persuaded

23 that an adjustment in either direction would be appropriate. we f ind the

24 midpoint or a 12.5% return on equity is reasonable.

25

26

27

28

•
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Tucson Electric Power Company
Cost of  Capital sununary

June 30, 1988

I

Percentage of
Total Cost

Composite
Cost

1

2

3

4

5

6

7

8 Ix. AUTHORIZED INCREASE

9 With the adjustments adopted herein, the adjusted TY operating inane is

10 $45 ,997,364. Further, the 971:/'%\cQst of capital translates into a 7.4% rate of

11 return on EVRB as authorized hereinabove. Multiplying the 7.4% rate of return

12 by the FVRB produces required operating income of $72,648,277. 'This is

13 $26 ,650 ,913 more than TEP's TY adjusted operating inane. Multiplying

14 deficiency by the revenue conversion factor of 1.6223 results in an increase

15 revenues of $43!235,776 or a 11.85% net increase over TY revenues (exclusive of

16 the M-S-R adjustment) . Since we are also doing away with the fuel surcharge

17 authorized in Decision No. 56526, the net increase to an average customer would

18 be approximately 8.85% .
x. RATE DESIGN

19
A. Class Revenue Allocations

20 Having determined the revenue requiranent i n this case, the next

21 determination is how the rates should be designed to produce the required

23 revenues. As we have indicated in previous cases, the most widely accepted

measure of reasonable electric rates and rate relationships is cost of service.

24 Addi t ional  factors  to be cons idered are rate cont inu i ty ,  as  wel l  as,  s impl i c i ty

25 and s tab i l i t y  of  rates .

2; An electric utility's total cost of service results Fran three mayo

28 interrelated causes: total output; the rate and time when customers use the

Short-Tenn
Long-Term
Preferred Stock
Common Equity

1.40%
49.83%
4.70%

44.07%

7.97%
6.56%
6.02%

12.50%

.ll%
3.27%
.28%

5.51%
9.17%
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1 output; and, the number of custaners who receive service. In order to reflect

2 these three major interrelated cost factors in rates, an electric utility's

3 Rota costs are functionalized and then classified as energy-rdated,

4 danand-related or customer-related. Once an electric uti l i ty's total costs

5 have been classified, they are then allocated among the various classes of

5 customers by the most appropriate allocation ratio.

7 In the most recent APS case, the Commission reiterated its dissatisfaction

8 with the four-nbnth coincident peak (CP) method for allocating production and

9 transmission costs. See Decision No. 55931. At the same time, the Commission

10 recognized that other methodologies took into consideration annual energy usage

11 and peak demand.

12 In this case, TEP utilized a "modified average and peak' method which

13 gives consideration to the contribution of each custaner class to the system

14 coincident peak demand as well as the average annual demand of each class.

15 staff and Ruoo supported TEP's methodology.

16 JSA and DOD recolmnended the CP method be ut i l ized because of the

1'7 predominant summer-peaking characteristics of 'IosEP's system. Further, they

18 argued because of the sumner peaking that TEP's modified 'average and peak"

19 method does not properly allocate costs. DOD argued that if TEP had used a

20 traditional "average and peak' method, the results would be significantly

21 different Fran TEP's proposed distribution of the revenue increase.

22 As can be seen, Fran the table below the CP method will result in the

23 entire increase being allocated almost equally between the Residential and

24 General Service Classes. On the other hand, the "modified average and peak"

25 method results in the increase being spread across all the classes.

26 • l •

27 I I 1

28

i-
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Percentage Increase Per Class with
TEP's Proposed Revenue Increase

Class

1

2

3

4

5

6

'7

Residential
General Service
Large Light and Power
Public Street Lighting
Other Public Authorities

18.0%
25.8%
23.6%
19.07%

5.3%

28.7%
26.3%
2.21%
2.58%
.56%

Based on the cost of service studies, rate continuity, and simplicity and

s tab i l i t y  o f  ra tes ,  we  f i nd  that  TEP 's  revenue  d i s t r i bu t i on  i s  appropr i a te  i n

this case . Although use of the "modified average and peak" method is supported

by the record evidence, we are not endorsing any single method of most

location at this time. We reject those methods of most allocation which are

based only on peak use, rather than a carination of energy and demand

components. The approved rate increase by class of customers is as follows:

Percentaqe IncreaseClass

Residential
General Service
Large Light and power
Public Street Lighting
Other public Authorities

9.7%
13.90%
12.71%
10.27%

2.86%

Each of the above increases will be offset by approximately 3% since we are

eliminating the temporary surcharge for fuel costs authorized by Decision No.

56526.

B. Future Rate Design

Although TEP attempted to hold i tsel f out as being a very innovative

ut i l i t y ,  tha t  ra t i on cer ta i n l y  was  mt  re f l ec ted  i n i t s  ra te  des i gn.

indicated by Staff, the Company seemed to be satisfied with the status quo from

its 1981 rate case. As a result, Staff has recommended the Company be ordered

AS

to f i l e  a  repor t  wi th in  one year  of  the  date  of  th i s  Order  or  at  i t s  next  rate

case, whichever occurs f i r s t , which would address the f e as i b i l i t y an"

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

27

28
desirability of ':Lmplen»enting the following :
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1. A separate customer
residential customers.

Residential Sector

charge and f l a t energy rate for

2. Voluntary or experimental time of day rates for relatively
large use residential custcners.

3. A single meter timeout-day demand rate with incremental
pricing of water and space heating as an incentive to have a
device instal led to l imit water heating usage to off-peak
periods.

4. A single meter energy-only timeout-day rate which provides
for incremental pricing of water and space heating as an
incentive to have a device installed to l imit water heating
usage to off peak periods.

5. An incentive to install energy eff icient measures or related
conservation activities.

Additionally, f o r  t he  t ex t  r a te  case , the company shall prepare an

alternative inverted summer residential rate, RlA, with breakpoints at 300,

600, and 1000 kwhs, and the effects of such a rate. such a rate, i f properly

designed would more readi ly require the large residential  users and most

causers to pay for their increased production and distribution costs. I t  could

also be a disincentive to dual cooling.

Commercial and Industrial Sectors

1. Mandatory or voluntary t ime of use rates wi th speci f ied
contract demand levels for General Service and General
Service - Large custaners. Quotas on load amounts for this
rate group must be determined.

2. Interruptible/Curtailabile
contract danalnd levels.

incentive rates for specified

3.

4.

Expansion of seasonal rates to all custaners.

An array of special purpose incentives such as danand
subscription services, load factor improvanent discounts,
cooling storage incentives, and load shaping programs.

1

2

3

4

5

6

'7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

27

Addit ional ly, for the next rate case, the Company sha l l prepare

alternative seasonal Hat rates for its commercial custaners and the effects of

such rates.•
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The program was designed to provide a

1 In addition to the above, staff recamnended the Company file within

2 days of the date of this Order a plan for staff's approval which would se

3 forth the formulation and implementation of a residential timeout-day pricing

4 experiment.

5 TEP did not oppose Staff's aforementioned recommendations, however, the

6 canary did request the 90-day requirement be extended to a minimum of six

7 months and that TEP be granted cost recovery in this case for such studies. In

8 response, staff did not object to the 90 days being changed to a maxi.mum of six

9 months. As to the cost recovery, Staff recommended any such determination be

10 deferred until TEP's next rate case.

11 We concur with staff that the commission is not in the position at this

12 time to be able to approve some unknown mosts for studies not yet performed.

13 with the change of the 90--day requirement to a six-months period, we will

14 approve Staff's recommendations. Additionally, we concur with JSA that 15-y

15 contract terms for Rate 14 customers could be deterrent to future industrial

16 development in the Tucson, Arizona area. As a result, we are ordering the

17 Company for its next rate case to shorten the standard Rate 14 contracts to 10-

18 year rems.

19 c. Lifeline Rates

20 The Commission in Decision No. 55931 authorized APS to implement a pilot

21 project for l ifeline rates and conservation programs for residential customers

22 whose annual incqnes were at 100 percent of the federal poverty guidelines or

23 below. In general, the APS program provided for a declining percentage

24 discount, with a high of 20% for a very low usage custaner and no discount for

25 monthly usage in excess of 1200 kph.

26 discount to custaners in need of financial assistance as well as to encourage

27 conservation. In determining the eligibility of customers for such a pro gr

to use federal poverty guidelines with assistance Fran the Arizona28 APS was
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1 Department of Economic Security. AARP recannended a lifeline program similar

2 i n nature be implemented by TEP. AARP was of the belief that the APS program

3 was too restrictive and recaxmended the eligibility level be established at

4 150% of the federal poverty guidelines instead of 100%. According to AARP, the

5 maximum monthly i n a n e  l e v e l s under the federal poverty guidelines are

6 extremely low and as such, exclude many under-priv:L1eg»ed individuals. AARP

7 also recarmended that e l i g ib le custaners shou ld  be ab le to se l f - ce r t i f y

8 themselves by simply signing and returning a form to the Company. According to

9 AARP, only about 10% of 57,000 eligible custaners make use of APS's program.

10 AARP argued that  a sel f -cer t i f i cat ion program would r e s u l t  i n  a higher

1 1 part ic ipat ion rate. Lastly, AARP recalmended a 15% across the board discount

12 instead o f  the  dec l i n ing  percentage d i scount  au thor i zed i n  the  APS case.

13 According to A.ARP, many of the most needy individuals are unable to conserve

14 any additional electric use and end up with little or no discount at all.

15 s t a f f  wa s  i n  s u p p o r t  o f  A A R P ' s  r e q u e s t  f o r  l i f e l i n e  r a t e s , however,

15 recommended several modifications to AARP's proposal. First, Staff recommended

17 t ha t  cus taners  be  requ ired  to  se l f - ce r t i f y  on  an  annua l  bas is  because  o f

18 possible change i n  i ncome l eve l s . I n  a d d i t i o n , staf f recommended that

1g el ig ib i l i ty  be set  a t  100% of  the federa l  pover ty level  and that  the rates be

20 t i e r e d  i n  o r d e r to encourage conservation. S t a f f  e s t i ma t e d  t h a t  i f  a l l

2 1 el igible persons apply, the amount of " lost revenues" would be approximately

22 $1 .2  mi l l i on . Chai rman Renz Jennings ind icated suppor t  for  a  decl in ing

23 percentage discount plan simi lar to the APS p lan  bu t  ad jus ted  fo r  TEP's  l i e r

24 average residential usage. A summary of the three plans are as follows:

25

26

27

28

| '
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Plan Set Forth in
Decision No. 55931

Percentaqe Discount

20%
10%

5%
0%

20%
15%
10%

0%

15%
15%
15%
15%

19 rates total ing approximately $1.2 mi l l ion which would requi re al l  other

20 customer rates be increased .021  cents  pe r  kph to  o f f se t  the  " l os t

21 revenues".

22 For many of the same reasons set forth in our Decision No. 55931, we will

23 authorize TEP to implement a l i fel ine rate. We concur with AARP that a

24 self-certification program may encourage a higher percentage of eligible

25 persons to apply, but agree with Staff that custaners should be required to

26 se l f -cer t i fy  on an annual  bas i s . For  the reasons set  for th

27 el ig ib i l i ty  for  the program should be set  at  150% of  the

28 level. We concur w i t h  s ta f f  t ha t  any  l i f e l ine must

1

2
Monthly Usage

3
0-400 kph

4 401-800 kph
801-1200 kph

5 1200-kwh+

6 Staff Plan

7 Monthly Usage Percentaqe Discount

8 0-300 kph
301-600 kph

9 601-1000 kph
1001 kwh+

10
AARP Plan

1 1
Monthlv Usaqe Percentaqe Discount

12
0-400 kph

13 401-800 kph
801-1200 kph

14 1200 kwh+

15 Although TEP was of the opinion that the Legislature should provide for

16 lifeline plans, the company did not oppose implementation of such plans as long

17 as any "lost revenues" were recovered Fran other customers. 'REP estimated a

18 plan similar to that approved in Decision No. 55931 would result in discounted

by

bY AARP.

federal pave

retain strong
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1

2

3

4

5

6

'7

conservation incentives. As the Canmission indicated in Decision No. 55931,

"we cannot over anphasize that  our fundamenta l  purpose i s  not  the

redistribution of inane from 'rich' ut i l i ty  custaners to poor ores . . .  [but ]

the development of rates and rate re lat ionships which wi l l re f l ec t  the

ut i l i t y 's  to ta l  most  o f  serv i ce i n a  ra t i ona l  manner  . . . "  (p .96) . At the

same time that we are assisting low income customers with their bills, we do

not want to be confusing then with improper price signals. Therefore, we are

authorizing the Company to implement a lifeline rate in accordance with staff's

recanmended discount levels and usage levels. As to the "lost revenues" to

TEP, even at the 100% participation rate, "lost revenues" would only approach

$1.2 mill ion. If the participation rate is near the 10% rate as for the APS

program, the "lost revenues" would be even loner, in the $100,000 range. While

in future cases the TY the revenue deficiency for the discounted rates should

be recovered Fran at jurisdictional customers, the amount of such deficiency

for this case is not known and measurable and, accordingly, is not reflected in

rates.

In Decision No. 55931, the Commission required quarterly reports Fran APS

to be fi led with the Uti l i t ies Division detai l ing monthly expenditures on i ts

pilot program. We will adopt the same practice here. TEP is to f i le simi lar

reports on at least a quarterly basis. '1'he information contained in these

reports should include, at a minimum, monthly data by rate classification am:

(a) the number of bills receiving discounts by discount
level ;

(b) the number of kph consumed
(including separate detail on
above the 100 kph minimum) ;

by
the

d i scount  l eve l
amount oonsuned

(c) the total dollar amount
discount level, and;

of discounts provided by

8

9

10

11

12

13

14

15

16

1'7

18

19

20

21

22

23

24

25

26

27

28

(d) the average discount per bill by discount lwel.
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sanething to be said for better customer acceptance of the minimum bill .

E. Residential Winter Declininq Block

In  i t s  cur rent  w i n te r rates and proposed winter rates, TEP has a

substantial (4l.7% and 46.69%, respectively) decline in rates for energy use

above 700 kph per month. According to TBP, the declining block is most based

since the average use is only 600 kph in the winter months. TEP argued that

the decl ining block rate in conjunction with i ts heat pump rebate program

encourages installation of high efficiency heat pumps and the leveling of

1 In addi t ion, smrrnary of program expenses (discounts and Dir

2 administrative costs) should provided. As in Decision No. 55931,

5 Commission will evaluate TEP's lifeline program for effectiveness annually.

4 D. Residential Minimum Bill

5 TEP's current rates and proposed rates for residential custaners include

6 100 kph in the monthly minimum. According to TEP, including sane "free" energy

7 helps custaner acceptance of the monthly minimum charge. Ruoo opposed

8 continuation of inclusion of so called "free" energy. According to Ruoo, there

g should be a distinction between a custaner charge and the costs for energy

10 used. Further, pursuant to RUCD's analysis, the first 100 kph of usage are

11 priced substantially below cost.

12 We concur with RUco's concept that energy should be generally priced based

13 upon actual usage and there is no such thing as "free" energy. However, many

14 util ities in the west, including SDG&E, as well as many water companies

15 Arizona, have a minimum bill rather than a separate custaner charge. There is

16 There

17 even might be a conservation effect for sane custaners who try to keep their

18 consumption at 100 kph/month in some months of the year. As a result, we wil l

19 approve TEP's continued inclusion of 100 kph in the monthly mi.nim1In at $10.90,

20 as proposed by TEP.

21

22

23

24

25

26

2'7

28 l oad.
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1 Rico and staff opposed the continuation of the promotional winter rates

2 arguing that such rates encourage wasteful use of energy. According to Rico,

5 as a result of the declining block a customer might switch Fran evaporative

cooling and gas heating to a heat pump which would worsen TEP's system load

5 factor. :woo also pointed out that the Commission in Decision No. 55931

6 recently rejected decliNing block winter rates whereby it stated:

'7 for winter use,
55228, a decided

8

9 In the years since the enactment of PURPA, the Commission has required APS

10 and Southwest Gas Company to eliminate all residential declining block rates.

11 To be fair to both electric and gas utilities and to sustain equitable

12 competition between them, it is difficult to have declining block rates for

13 either gas or electricity when the other does not have such rates. Tucson,

14 Arizona, which has less of a cooling requirement than Phoenix, Arizona, has

15 many of its residences cooled by evaporative coolers. The Company has been

16 doing much to encourage winter sales and heat pump use, but nothing to

1'7 encourage evaporative coolin .

18 Fur thee, the Company has not provided evidence that its winter

19 "valley-filling" sales strategy will have long-term benefits. valley-filling

20 may reduce the short-term cost per unit of energy by improving the system load

21 factor. However, the system load factor may also be improved by load

22 management and conservation programs which reduce the system peak. The

23 Canpany's valley-filling strategy should include a demonstration that the

24 benefits of load factor improvement Fran valley-filling which may increase the

25 system peak are greater than load management and conservation programs that

25 reduce the system peak. To date, the Company has provided no evidence of the

27 effects that increased winter usage may have on the summer peak.

28 Although we disagree with the philosophy of declining block rates, we do

Adoption of declining block rates, even
would be, as we stated in Decision No.
step backward in proper rate design.
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6
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For

8

9

10

1 1

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

27

28

agree that seasonal differentials in rates are warranted. that reasonQ

the reasons cited hereinabove, we are adopting the following approach at this

time. We are ordering TEP to eliminate its residential winter declining block

rate structure and irnplenent a flat rate for energy in its place. However, the

present ratio of summer-derived revenues to winter-derived revenues will be

maintained such that the resulting winter energy rate is less than the summer

energy rate. The Canpany is to fi le tariffs with the Director of Utilities to

this effect no later than October 26, 1989.

F. Heat PumpRebate

TEP currently has a rebate program to pranote the installation of high

efficiency heat pimps. According to TEP, this program is beneficial to all of

its custaners since it reduces peak suuuner usage and increases usage during the

off-peak winter months. This helps to smooth out usage throughout the year-

While a rebate program for heat pumps, especially in conjunction wt

declining block winter rate scheMe, may be beneficial to TEP's customers in

the short run, as we have previously noted, it is not clear that it will be

beneficial in the long-tem. It is interesting that the Company has not shown

the same level of concern for the increasing use of dual cooling by its

customers (evaporative cool in for much of the cool in season but air

conditioning during the higher humidity part of the summer). Dual cooling,

unless properly addressed, might eventually present as much of a load factor

problem to TEP as low usage in the winter. _I_§ the Company is going to maintain

a rebate program for heat pumps, we will also require it to establish a rebate

program for high efficiency air conditioners and evaporative coolers.

Generally, an air conditioner will have a higher seasonal energy

efficiency ratio ("SEER") rating than a similarly sized het pump model. The

Canunission will require the Company to establish an air conditioner re

program in which there is similar dollar amount rebate for air conditioners if
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1 the SEER rating is at least a half point higher than the SEER rating for

2 rebated heat pumps. The Company now offers rebates for heat pumps with a SEER

3 that is 8.5 or greater. At that level, an air conditioner SEER should be at

4 least 9 to qualify for a rebate.

5 Evaporative cooler (single stage or two stage) rebates of a similar dollar

6 amount to those for canparably sized heat pumps will also be required. The

7 Company could design the cooler rebate program so that such cooler rebates

8 would only be allowed if there were no existing air conditioner or heat pump on

9 the residence and none were installed in the subsequent three years. The

10 Commission is also concerned about the efficiency of evaporative cooler motors,

11 but does mt have sufficient information at this time to recommend threshold

12 efficiencies for such motors. Canpany, Staff, and interveners can present such

13 testimony in the next '1'EP rate case, as well as whether the rebate for a two

14 stage cooler should be higher than those for other cooling devices.

15 We would esc urge the Company to monitor closely new energy efficiency

15 developments, such as the EPRI heat pump, which will offer integrated space and

17 water heating, and the ground loop heat plump.

18 G. Mobile Bane Park Rates

19

20 I-lane Park Rate No. 11 ("Rate No. ll"). '1'he special rate was originally

21 introduced in 1976 in order to meet concerns of mobile hare park owners.

22 Without such a rate, the mobile have parks would be billed higher rates under

23 the General Service Rate No. 10.

24 According to interveners Rickles and Weinhold, the State landlord-tenant

25 law requires each mobile have park which is master metered to bill each of its

26 residential customers at the existing utility residential rate. Interveners

27 Rickles and Reinhold expressed concern that their profits would be eroded by

28 TEP's proposed Rate No. 11. 'loomis problem would be especially acute in e

Decision No. £ 4 4 5 7

TEP has in its current and proposed tariff a special rate entitled Mobile
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1
f /l »

without formal

Again, as succinctly stated by JSA:

winter months when TEP's proposed declining block rate reduces the residents

2 rates substantially below the Rate No. 11. In response, TBP filed an adjust D

3 Rate No. ll which provides for a reduced cannodity charge in the winter months.

4 As we previously indicated, we are requiring TEP to eliminate its winter

5 declining block rate. That elimination, along with TEP's adjustment to Rate

6 No. ll, will go along way towards resolving the complaints of the mobile have

7 park owners. As a result, we will approve TEP's revised Rate No. l l  as

8 adjusted for the revenue level in this case.

9 x i . TOP MANAGEMENT

10 One theme prevalent throughout the recent history of TEP has been its

11 emphasis on shareholder/management compensation and disregard for its customers

12 and this regulatory Commission. As stated by JSA: 'TBP Las a very unhealthy

13 attitude for a regulated company. It disregards its customers and concentrates

14 its management efforts on behalf of its shareholders". The fact that 'I'EP

15 not increased its rates for over seven years does indicate there has been some

16 successful management. But there is no doubt, especially during the Mr. Ted

17 Well era, that ratepayers were at best, secondary in concern. It is also clear

18 Fran the numerous aqreenents reviewed in this matter that TEP stretched the

19 requlatorv limits as far as possible. As a result, the company was reluctant

20 to come before the Commission for a rate increase until financially it could no

21 longer afford to wait.

22 The Company has consistently made major decisions any

23 documentation. 'It is evident Fran the

24 testimony of Mr. Greve that TEP's major decisions are madewithout the benefit

25 of any third party recaxmendation, review or confirmation." We certa.inly do

26 not believe that to be good management policy. While

27 encouraged by the recent overhaul of management, we are still not convin

wil l be the necessary attitude change consistent with that of a

we are sanewhat

28 there
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1';or nization, practices and procedures be inst ituted to assure that future

bloc service car rat ion i srformance consistent with that of a

instituted". We concur and will order TBP to hire an outside, ind indent

* *** * * *

reputable firm at a reasonable cost to conduct such an audit. Further, such an

audit and the Canpany's corresponding actions should be filed for review with

the Company's text rate case.

* * *

Having considered the entire record herein and being fully advised in the

premises, the Commission finds, concludes, and orders that:

Fnunmss av FACJP

1. TEP is an Arizona corporation engaged in providing electric service

to the public within portions of Arizona pursuant to authority granted by this

Couunission.

2. 'REP has been authorized by this Commission to establish a PPFAC

pursuant to Decision nos. 49438 (October 25, 1978) and 49576 (December 29,

1978) •

3. In accordance with the above Decisions, TEP has filed monthly

reports of its sales, fuel costs, purchased power mosts, bank balances, and

PPFAC charges, and esc projections of sales and costs.

4. On May 6, 1988, staff filed a motion for a fuel adjustor hearing for

TEP.

5. The Ooumnission in Decisive No. 56120 ordered that TEP's fuel

adjustor hearing would be heard in conjunction with TEP's next base rate case.

6. On novanber 10, 1988, TOP filed an application with the Commission

for a hearing to determine the 'fair value" of its property for ratenaking

purposes, to fix a just and reasonable rate of return thereon, and to establish

Decisive No.-61.
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1 responsible regulated public service corporation. JSA has recommended that the

2 Commission order that a "management audit of TOP's goals, objectives,

3

4

5

6

'7

8

9

10

11
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13

14

15

16

1'7

18

19

20

21

22

23

24
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26

27

28
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1

52632, dated December 1, 1981, approved royalty payments being paid to Western

interest payments included in fuel expenses were unreasonable.

and approve rate schedules designed to produce said return.

2 7. A consolidated fuel adjustor and base rate hearing commenced on

5 April 17, 1989 and was concluded on May 19, 1989.

4 8. On June 22, 1989, the Commission in Decision No. 56526 abolished

5 TEP's fuel adjustor and established a temporary surcharge of a positive 2.180

6 mills per kilowatt hour.

'7 9. In approximately 1971, TEP and PNM signed a coal supply agreement

8 with Western Coal in which TEP and PNM agreed to canpensate Western Coal for

9 depletion of leasehold values as coal was mined.

10 10. The Commission in Decision Nos. 46930, dated April 30, 1976, and

11

12 Coal by TEP.

13 l l . 'REP sold its stream of royalty payments Fran Western Coal in

14 December 1981 and June 1983 for a total amount of $68 million.

15 12. 'The commission in Decision No. 53773, dated October 5, 1983,

15 approved the inclusion of retained economic interest payments i n TEP's

1'7 expenses.

18 13. There was m evidence to danonstrate that the retained economic

19

20 14. On April 25, 1978, TEP and PNM entered into a letter agreement

21 whereby TEP was to sell its 50% interest in the son Juan Unit No. 4 power

22 plant.

23 15. In Decision No. 49093, dated June 26, 1978, the Commission approved

24 the sale of TEP's interest in son Juan Unit No. 4.

25 16. On May 16, 1979, TEP sold its 50% interest in the San Juan Unit No.

26 4 power plant.

27 17 .

28

l

As part of the sale of interest in San Juan Unit No. 4, TEP retain<

an option to purchase 28.8% of the unit after May 1, 1995.
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1 18. According to TEP, its option for son Juan Unit No. 4 had no value at

2 the time it was retained.

5 19. Of September 20, 1982, TEP entered into an Interconnection Agreement

4 with M-S-R whereby TEP was to have power available for M-S-R during the period

5 1983 through 1995.

6 20. On November 29, 1982, 'REP entered into an Option Agreement with

7 M-S-R in which TEP sold its option for son Juan Unit No. 4 to M-S-R.

8 21. TEP received $180 in July, 1983, for the Option and

9 Interconnection Agreements.

10 22. M-S-R would not enter into one agreement without the other.

11 23. Pursuant to the Interconnection Agreement, TEP committed to provide

12 certain energy and services to M-S-R.

13 24. Based upon M-S-R's rates to the financial statements relating to the

14 financing of the two agreements, the Interconnection Agreement had a value of

15 $77.4 million.

15 25. TEP's misallocation of the M-S-R transactions resulted i n an

17 inability of the Commission to consider the revenue generated, thus resulting

18 in none of the proceeds being credited to the ratepayers in a timely manner.

19 26. In the early l980's, TEP had excess generating capacity.

20 27. 'The commission in Decision No. 53815, dated November 28, 1983,

21 approved the transfer of springerville Unit No. l and son Juan Unit No. 3 from

22 TEP to Alaxmito for the purpose of separating TEP's wholesale and retail

23 businesses.

24 28. TEP and Alaxmito entered into an Agreement whereby TEP agreed to

25 purchase the entire output Fran Alarmito for twelve years.

26 29. Pursuant to that Agreement, the price of power for TEP was based

2'7 upon a fixed formula which set Alalmito's equity ratio at 43% when it, in fact,

28 was only approximately 18% .

million
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30. Pursuant t o their Agreement, Alamito could unilaterally termer.

its obligation to TEP at any time.

31. Alamito was a subsidiary of TEP at the ti.me their Agreement was

signed.

so. In December 1984, TEP's Board of Directors approved a spin-off of

Alamito. with the Agreement still in place and without the benefit of any

economic analysis.

33. The decision on the part of TEP management to spin-off Alamito

without amending the Agreement was imprudent.

34. In June 1986, Alamito was sold to Catalyst at a sales price of $232

million above the price at the time it was spun-off.

35. Subsequent to the Catalyst sale, TEP prepared a complaint against

Mr. Welp and Alalnito seeking termination of the Agreement.

36. TEP aiegea in its complaint that Mr. Well had made fraudul

misrepresentations which TEP had relied upon in entering the Agreement.

37. TEP never filed its complaint.

38. Alaznito sold and leased back Springerville Unit No. l at a price

that exceeded the depreciated original cost by $220 million.

39. TEP's purchased power expenses include the increased lease payments

to recover the praniwa over book value resulting Fran the sale and lease back.

40. TOP had 137 m of excess capacity during the TY.

41. There was no evidence to support TEP's claim that Gallo Wash is

current ly used or usefu l  to i ts ratepayers.

42. TEP did not follow any formal procedures when investing in Gallo

Wash.

43 •

1

2

3

4

5

6

7

8

9

10
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27

28

TEP did not follow any fontal procedures when contracting for coal

Fran the Lee Ranch mire or the McKinley mine.

44. TEP picked and chose how much demand costs, i f  any, should

I
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45. The evidence shows that fuel are and

1 included in its PPFAC bank balance prior to April, 1988.

2 prices fairly stable are

3 expected to be stable for the next few years.

4 '1'he significant volati l ity i s not

5 volat i l i t y  in  fue l  pr i ces ,  but  the operat i c  of  the system and extens ive forced

6 outages.

7 47. The existence of the PPFAC causes piecaneal regulation which is

8 inefficient mud undesirable.

g 48. The discontinuation of the fuel adjustor will have little or no

10 impact on the investors' expectations regarding TEP's cost of capital.

11 49. At the present time, the disadvantages of the continuation of the

12 fuel adjustor outweigh any advantage.

13 50. In order to obtain the proper reserve margin, there would need to be

14 135 megawatts of demand charges recovered through the PPFAC for the period

15 April 1988 through May 1989 .

16 51. Because of TEP's manipulation of its PPFAC, it is reasonable to

17 transfer the bank balance to rate base and allow recovery over a six-year

18 period.

19 52. The PPFAC bank balance as of Deoenber 31, 1988 was s42,181,970.

20 53. TEP's adjusted TY revenues, operating expenses, and net operating

21 income were $4ll,434,050, $365,436,686, and $45,997,364, respectively.

22 54. 'the OCRB, Raw, and was of TEP for the TY ended June 30, 1988 are

23 determined to be $787,958,472I $1,l75,508,472 and $981,733,472 respectively.

24 55. A fair and reasonable rate of return on TEP's was i s 7.40%.

25 56. operating income of $72,648,277 is necessary to yield a 7.40% rate

26 of return on the above WRB.

27 57. TEP must increase operating revenues by $43,235,776 to produce

28 operating incase of $72 ,648,277.

46 . most cause of i n  f u e l costs
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1 TEP's proposed increase of $80,260,000 would produce an excess

2 return al its FVRB.

3 59. Based on the cost o f service studies, rate continuity, and

4 s:Lmplicity and stability of rates, TEP's revenue distribution is appropriate in

5 this case.

6 60. Although the use of the modified average and peak method i s

7 supported by the record evidence, we are not endorsing any single method of

8 cost allocation at this time.

9 61. TEP's rate design has mt been updated since 1981 and the Company

10 requested only minor changes in this case.

1 1 62. Fi f teen-year contract terms for Rate 14 customers could be a

12 deterrent to future industrial development in the Tucson, Arizona area.

13 63. A sel f-certi f ication program wi l l  resul t in a higher participation

14 l eve l  f o r  l i f e l i n e  r a t e s .

15 64. 'The maximum monthly income levels under the federal poverty

15 guidelines are extremely low and as such exclude many under-privi ledged

17 individuals. »

18 65. Although energy should generally be priced based upon actual use,

19 there are also benefits to including a small amount in the monthly minimum.

20 66. Declining block rates encourage wasteful use of energy.

21 67. Rebate programs for only high efficiency heat pumps may not be

22 beneficial to ratepayers in the log-term.

23 68. The system load factor may be improved by load rnanagauent and

24 conservation programs which reduce the systan peak.

25 69. The state landlord-tenant law requires each mobile have park which

25 is master metered to bi l l  each of i ts residential  customers at the existing

27

28

58.

utility residential rate.

70. A declining block rate for residential customers will erode the
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profits of mobile have park owners.

71. A discount program for low-income custaners provides immediate

assistance for thousands of low-incane custaners who need help.

oona.us1a¢s OF LAW

1. TEP is a public service corporation within the meaning of Article xv

of the Arizona const i tut ion and an electr ic ut i l i ty wi thin the meaning of

A.R.s. §§40-250 and 40-251.

2. The Commission has jurisdiction over TEP and of the subject matter

of the application.

3. Notice of TEP's application was given in accordance with the law.

4. The rates and charges for electric services proposed by TEP are not

just and reasonable.

5. The rates and charges for electric services established hereinafter

are just and reasonable.

6. TEP should be authorized to fi le revised tariffs for retai l  electric

service consistent with the above Fmnruss OF FACT and the discussion herein

under AUTHORIZED INCREASE and RATE DESIGN.

7. A classification of residential custaners based on the 150% federal

poverty guidelines is just and reasonable.

8. It was an imprudent business decisive by TBP to spin-off Alamito

without amending the twelveyear Power Sale Agreement .

9. The commission's abolishment of TEP's PPFAC in Decision no. 56526

was proper and is affirmed herein.

10. The temporary positive 2.18 mil ls per ki lowatt hour authorized in

Decision No. 56526 was just and reasonable and should be terminated effective

with the base increase in this case.
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I

Tucson Electric Power

1

2 IT IS missions ORDERED t.hat Tucson Electric power Canpany be, and here

3 is, authorized and directed to file, on or before October 26, 1989: (1) revised

4 schedules of rates and charges which shut be in accordance with the

5 discussion, 1-*mD1nGs OF FAce and CONCLUSIONS OF LAW hereinabove; and, (2) a

6 proof of revenues showing that based on the adjusted test year level of sales,

7 the revised rates will produce m more than the authorized increase in gross

8 annual revenues.

9 IT IS FURIHER ORDERED that such revised schedules of rates and charges

10 shall be effective for all service rendered on and after October 26, 1989.

11 IT IS FURJHER ORDERED that Tucson Electric Power Oompany shall notify its

12 custaners by means of an insert in its next regularly scheduled billing of the

13 revised schedules of rates and charges authorized hereinabove, such notice to

14 be in a form acceptable to staff.

15 IT IS EURQHER ORDERED that the positive surcharge of 2.180 mills per

15 kilowatt hour authorized in Decision No. 56526 is hereby eliminated as of

17 October 26, 1989.

18 IT IS FURTHER ORDERED that the abolishment of

19 Canpany's PPFAC pursuant to Decision No. 56526 is affined.

20 IT Is FURC1HER oanz-:RED that Tucson Electric Power Company shall

21 documentation at its next rate case calculating the amount of the bank balance

22 accumulated after December 31, 1988 including the affect of the temporary 2.180

23 mills per kilavatt hour surcharge.

24 IT IS FURTHER cnnszzzn that Tucson Electric Power Company shall file a

25 revised tariff within thirty days of any FERC reduction in rates charged to TEP

26 by Alalnito.

27

28

file

IT IS Funsnsm omnaxrzn that Tucson Electric Power company shall within

days of the date of this Order file a request for an Ins private letter ruling
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investment base

that Power shall f i l e

IT Tucson Electric power i s

1 regarding the legality of deducting TTC Fran the used to

2 calculate AFUDC.

3 IT IS HJRCIHER ORDERED Tucson Electric Company

4 documentation in future rate cases to support the allocation of costs between

5 regulated and non-regulated activities.

6 Is PURIHER oni-:RED that Company hereby

7 authorized to conform its accounting practices to the ax normalization

8 requirements of FERC Order No. 144.

9 IT IS FUR'N1E:R onosnzo that Tucson Electric Power Company shall file, with

10 its next: general rate request, a study regarding the benefits and dollar

11 impacts of full income tax normalization.

12 IT IS FUR'MER ORDERED that within 180 days of the date of this Order,

13 Tucson Electric Power Canpany shall, for approval by the Director of the

14 Ut i l i t i es  Div i s ion  a p lan  wh ich  sets  for th  the formu lat ion  and i i np lanentat ion

15 of a residential timeout-day pricing experiment.

16 IT IS FURTHER ORDERED that Tucson Electric Power Company shall within me

17 y ea r  o f  t h e  da t e  o f  t h i s  O r de r  o r  i n  c on ju n c t i on  w i t h  i t s  n e x t  r a t e  c a s e ,

18 whichever occurs f i r s t , f i l e  a report  which addresses the f e a s i b i l i t y and

19 desirability of implementing the rate design recannendations made by Staff, as

20 set  forth in  the disaxss ion port ion of  th is  Order.

21 IT IS Funnisa ORDERED that within 90 days of the effective date of this

22 Decision, Tucson Electric Power Company be, and hereby is, authorized and

25 directed to develop a pi lot project for l i fel ine rates and conservation

24 programs for residential custaners whose annual incomes are 150 percent of the

25 federal poverty guidelines or below, subject to the review and approval of this

25 Commission prior to implementation.

27 IT IS FUR'MER ORDERED that Tucson Electric Power Company shall hire an

28 outside, independent reputable f i rm at a reasonable cost to conduct a
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IN WITNESS wrn8zarnor, 1, JAMES mA:1'n-xrws, Executive
Secretary of  the Arizona Corporat ion Commission,
have hereun to s e t  m y h a n d  a n d c a u s e d  t h e
o f f i c i a l  s e a l  o f  t h i s  C o m m i s s i o n  t o  b e  a f f i x e d
a t  t h e  ca p i t a i n  t h e  c i t y  o f  P h o e n i x ,  t h is  24
may of Go»'¢G.4A. ,  1989.

m.¢
wvmunws

c u t i e  S e c r e t a r y

1 management audi t TEP's goa ls , o b j e c t i ve s , o rgan iza t ion , p r a c t i ce s

2 p r o c e d u r e s  a n d  t o  f i l e  a t  t . h e  C o m p a n y ' s  t e x t  r a t e  c a s e  a  c o p y  o f  t h e  a u d i t

3 w e l l  a s  a  r e p o r t  i n  w h i c h  t h e  C a n p a n y  d e t a i l s  a c t i o n s  t h a t  h a v e  b e e n  t a k e n  o r

4 w i l l  b e  t a k e n  i n  r e s p o n s e  t o  t h e  a u d i t  a n d  t o  f u l l y  e x p l a i n  a n y  a r e a s  o f

5 d isag reemen t  w i th  the  aud i t .

6 IT IS FURJIIER ORDERED that Tucson Electric Power Company shall eliminate

'7 the residential winter declining rates Fran its tariffs.

8 IT IS FUR'111ER ORDERED that within 90 days of the date of this Order Tucson

g E le c t r i c  P o we r  Ca n p a n y  sh a l l  f i l e  f o r  a p p ro va l  b y  t h e  D i re c t o r  o f  t h e  U t i l i t i e s

1 0 Div is ion a  rebate  program consistent  wi th  the Discussion here in .

1 1 IT  IS  F rmu ia s n  O RDE RE D t h a t  e f f e c t i v e  w i t h  i t s  t e x t  r a t e  c a s e ,  T u c s o n

1 2 E le c t r i c  Fo vwe r  Co mp a n y  sh a l l  r e d u ce  t h e  t e rm f o r  i t s  R1 4  mn t ra c t s  F ra n  1 5

1 3 years to  10  years.

14, I T IS FURTHER ORDERED that t h i s  D e c i s i o n  s h a t  b e c o m e  e f f e c t s

1 5 immediate ly.

1 6 BY ORDER oF THE

1'7

1 8 - . Q

1 9

2 0

2 1

2 2

2 3

2 4

2 5

2 6

27

28

6 =
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DATE : October 26, 1989

DOCKET NO. : U-1933-89-226

TO PARTIES :

E n c l o s e d  p l e a s e  f i n d  t h e  r e c o m m e n d a t i o n  o f  B e a r i n g  O f f i c e r
J e r r y  L .  R u d i b a u g h w ho  p r es ided a t t h e  a b o v e  h e a r i n g . The

r e c o m m e n d a t i o n  h a s  b e e n  f i l e d  i n  t h e  f o r m  o f an Op in io n and O r d e r  o n :

j

TUCSON ELECTRIC POWER COMPANY - PHASE I (preferred stock)

P u r s u a n t  t o A.A .C . R 1 4 - 3 - 1 1 0 . B ,  y o u  m a y  f i l e  e x c e p t i o n s  t o  t h e
r e c o m m e n d a t i o n  o f  t h e  H e a r i n g  O f f i c e r  w i t h i n  t e n  ( 1 0 )  d a y s  o f  t h e  a b o v e
d a t e  b y  m a i l i n g  f i v e  ( 5 )  c o p i e s  o f  t h e  s a m e  t o  m e  a t  t h e  a d d r e s s  l i s t e d
b e l o w .

T h e  e n c l o s e d  i s NOT a n  o r d e r  o f  t h e  C o m m i s s i o n ,  b u t
recommendation o f  t h e  H e a r in g Of f i c e r to the Commissioners.

m e r e l y  a

Mattheus
ecutive Secretary

Jo/djp

Enc .
c c : Part i es
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BEFORE THE ARIZONA oonnonamxou oonmxssron

noi r<Er  no.  U-1933-89-226
PHASE I 1 PREFERRED srocx

IN THE MATIIR OF THE APPLICATIGN OF
Tucson ILECIRIC PG-:ER OOMPANY FOR
AN ORDER AUIHORIZING IT TG:
(1) ISSUE UP IO $200 MILLIQQ oF
TAXABLE DEBT, (2) ISSUE UP TO $125
MILLION OF NEW 'MX-EXEMPT noT, (3)
ISSUE UP TO $180 MILLION OF f law
PREFERRED SIOCK. (4) ISSUE UP Io
6,000,000 SHARES oF NEW 00mMon s'I0<::t<,
AND (5) ISSUE UP 'Io $100 MILLION OF
REFUNDING Banns.

DECISION no.

)
)
)
)
)
)
)
)
)
)
)
) OPINION AND ORDER

October 23, 1989

Tucson, Arizona

Jerry L. Rudibaugh

lausxtnatrmoan CRAIG, by Mr . c .
Stev en M. Banzhaf , General
T u c so n  E l e c t r i c Power Company ;

Webb Crockett, and Mr.
Counsel, on behalf of

Mr. Justin Reidhead, Attorney, on behalf
Residential Utility Consumer Office; and

o f t h e

Mr. Paul A. Bullis, Staff Attorney, Arizona
Corporation Coumnission Legal Division, on behalf of
the Utilities Division of the Arizona Corporation
Commission.

0

1 RENZ D.  Jmruuss
2 Q-IAIRMAN

MARCIA WEEKS
5 oonam1ssIonER

DALE H. I/DRGAN
4 oomm1ss10nER

5

6

'7

8

g

10

11
1 2 DATE OF HEARILE:

1 3 PLACE OF HEARIIB:

1 4 PRESIDING OFFICER:

1 5 APPFARANCES:

16

17

18

19

20

21 BY THE ooza41ss1a4=

2 2 On Septem ber  13,  1989,  Tucson E lec t r i c  Power  Com pany ( "TEP"  or  "Com pany" )

2 3 f i l e d a n  a p p l i c a t i o n f o r a n  O r d e r a u t h o r i z i n g f i n a n c i n g a n d r e l a t e d

2 4 t r a n sa c t i o n s . O n  S ep t em ber  29 ,  1989  ,  T E P  f i l ed  a  M o t i on  f o r  E x ped i t ed  Hear i ng

2 5 ( "Mot i on" ) i n  t h e  a b o v e e n t i t l e d  m a t t e r , o r  i n  t h e  a l t e r n a t i v e  t o  h a v e  t h e

26 preferred stock issue severed and heard on or before October 23, 1989. The

27 Utilities Division Staff ("Staff") of the Arizona Corporation Commission

28 ("Commission") did not oppose the alternative request. As a r e s u l t , t h e
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y

matter  was severed into two wi th  Please I  on the prefer red s tock

("Russo")

mswsslou

o f

1 phases,

2 issuance scheduled to commence at October 23, 1989 and Phase II on all other

5 matters scheduled to commence on November 21, 1989.

4 The Arizona Residential  Uti l i ty Consumer Office requested and

5 was granted intervention in these matters. The Phase I matter came before a

6 duly authorized Hearing Officer of the Commission at the Commission's offices

7 in Tucson, Arizona on October 23, 1989. TEP, Rico, and staff appeared through

8 counsel. At the conclusion of the hearing, the matter was adjourned pending

9 submission of a Recommended Opinion and Order by the Presiding officer to the

10 Commission.

1 1

12 TEP is in need of over $300 mi l l ion to fund i ts cont inuing construct ion

13 program and i ts  operat ing cash requi rements over  the next  several  years.

14 Primarily for that reason, TEP has requested Commission authorization to issue

15 various fo rms o f  s tocks and bonds in  i t s  cur ren t  app l ica t ion . Because

16 certain conditions and covenants in TEP's Restated Art icles of Incorporation

17 relating to interest and preferred dividend coverages, TBP projects it will

18 only be able to issue new preferred stock tluough December 31, 1989. I t  was

19 for that reason TEP requested and was granted severance of the preferred stock

20 matter.

21 TEP is requesting Commission authorization to issue up to $180 mill ion of

22 new preferred stock. The Company indicated the proceeds from the preferred

23 stock issuance wi l l  be used to f inance TEP's construct ion program and i ts

24 operating cash requirements. In order to maintain maximum f lexibi l i ty,  TOP

25 has not  determined how much of  the new prefer red

26 Further, the Company was not able to specify exactly what the proceeds would

27 be u t i l i zed  fo r . Based on the Gompany's and Staff's testimony, it appears the

28 most l ikely use of monies Fran a new preferred issuance would be to repay

stock i t  w i l l issue.

_2.. Decision No.
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P

1 short- term debt and to redeem TEP's variable rate preferred stock. The

1990. TEP has mi l l i o n  o f variable rate

the dividend rate

2

3 approximately $77 outstanding

4 preferred stock which is perpetual  stock. However, i s  s e t

5 through an auction process every 49 days. In the latest auction on September

6 29, 1989, rate

'7 preferred stock. As a resul t ,  the auct ion fa i led and pursuant  to the terms

8 for  the  p re fe r red  s tock  the  i n te res t  ra te  was se t  a t  the  maximum ra te

9 l1.65l%.

10 TEP was unable to predict  the s ize of  the issue, the terms of the issue,

1 1 or the dividend rate of the issue at the t ime of the hear ing. The Company did

12 expect  to  be ab le  to  i ssue the new prefer red stock at  a  ra te  less than the

13 current l1.65l% rate on i ts outstanding variable preferred stock.

14 staf f analyzed the application and recommended the Commission authorize

15 TEP to issue up to $180 mi l l ion in new preferred stock. According to staf f ,

15 such an issuance wi l l  reduce TEP's debt  percentage by 2 which

17 extremely important because of TEP's increasingly leveraged capi ta l i zat ion.

18 In addition, issuance of new preferred stock wi l l  improve TEP's times interest

19 earned coverage ratio ("TIER"). Because o f  the  lack  o f  spec if ics  on  any

20 offering, staff was unable to make a detennination of the prudence of issuing

21 new preferred stock at this time and deferred such a determination unti l  TEP's

22 next rate case. staff am recommended the fol lowing:

23 (1)

24

25

26

27

28

Company projected that its short-term debt would exceed $100 million in early

received for the TEP variable

of

to 3% i s

TEP be requi red  to prepare a  w r i t t e n record of
managanent' s decisions related to the new preferred stock
issue. That record should summarize major alternatives
cons i dered  by  TEP a l ong  w i th the  reasons  fo r  the
alternative actually selected. In addi t ion, the record
shall explain 'REP's thinking regarding the sizing of the
issue, the dividend rate, and the term of the issue. Such
written record should be submitted along with a copy of
TEP's Restated Articles of Incorporation and registration
statement, i f  any, for the issue Bo the Commission at
least five days prior to the issuance date; and,

insufficient bid orders were

Decision No.
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(2) TEP be  requ i red  to prepare a s i mi l a r  wr i t t en  r eco r d
related to any refunding of  i ts outstanding var iable rate
preferred stock. That written record should be submitted
to the Commission at least f ive days pr ior  to the date of
refunding.

1

2

3

4 There was no opposition expressed to staff's recommendations Fran either TEP or

5 RUCO. Accordingly, we will adopt staff's recommendations.

6

7 Having considered the entire record herein and being ful ly advised in the

8 premises, the Commission finds, concludes, and orders that:

* * * * * * * * * *

9

10 1. TEP is an Arizona corporation engaged in providing electric service

11 to the public within portions of Pima and Cochise Counties, Arizona, pursuant

12 to authority granted by this Commission.

13 2. On September 13, 1989, 'l'Ep filed an application for an Order

Fnanmss OF FAce

14 authorizing financing ad related transactions.

15 3. On September 29, 1989, 'I'EP requested and was granted severance of

16 the preferred stock matter Fran the remaining financing matters.

17 4. A hearing was held on October 23, 1989 on the preferred stock issue

18 only.

19 5. TEP has indicated that the net proceeds of the proposed issuance of

20 up to $180 million of new preferred stock will be used to finance TEP's

21 construction program and operating cash requirements, to retire short-term debt

22 or to redeem permanent or long-term securities.

23 6. TEP's capitalization is becoming increasingly leveraged.

24 7. TEP's short-term debt will approach $100 million in early 1990.

25 8. TEP has approximately $77 million of outstanding variable rate

26 preferred stock with a current interest rate of l1.65l%.

27 The most likely use of the proceeds Fran the raw preferred stock

28 issuance will be to repay short-term debt and to redean TEP's variable rate

9.

14

Decision No.
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1 preferred stock.

2 10. Issuance of new preferred stock will reduce TEP's debt percentage by

3 2% to 3% and will improve TEP's TIER.

4 11. The Company was unable to determine the size of the issue, the term

5 of the issue, or the dividend rate at the time of the hearing.

6 12. Except as otherwise specifically set forth in the application and

7 testimony filed herein, the expenditures cantenplated herein are not wholly or

8 in part reasonably chargeable to operating expense or income.

9 13. The proposed preferred stock issuance is compatible with the public

10 interest, sound financial practices, and the proper performance by TEP of

11 service as a public service corporation and will not impair TEP's ability to

12 perform that service.

13 14. Staff has recommended approval of TEP's request to issue up to $180

14 million in new preferred stock.

15 oona.usIons OF LEW

15 1. TEP is a public service corporation within the meaning of Article xv

17 of the Arizona Constitution and A.R.S. §§40-301 and 40-302 .

18 2. The Commission has jurisdiction over TEP and of the subject matter

19 of the application.

20 3. The proposed preferred stock issuance is for lawful purposes within

21 the corporate Powers of TEP.

22 4. Notice of '1'EP's application was given in accordance with the law.

23 ORDER

IT IS THEREFORE QRDERED that Tucson Electric Power Company be, and the

25 same hereby is, authorized to issue new preferred stock in an amount up to $180

26 million

27 IT IS FURTHER ORDERED that Tucson Electric Power Company shal l  be

28 authorized to engage in any transactions and execute any documents reasonably

Decision No
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of the

the Director of the

OOMMISSIUNER oommIssIa¢ER

. Capitol ,
o f

IN WITNESS WHEREOF, 1, JAMES r4A:L'n-Irws, Executive
Secretary of the Arizora Corporation Commission,
have hereunto set my hand and caused the official
s e a l  o f  t h i s  C o mmi s s i o n  t o  b e  a f f i xe d  a t  t h e

i n  the  C i t y  o f  Phoen i x,
I 1989.

this day

JAMES MAT1'HEWS
Executive Secretary

1 necessary to effectuate the authorization granted hereinabove.

2 IT IS FURJHER ORDERED that approval of the financing set forth hereinabove

3 does not consti tute or imply approval or disapproval by the Commission of any

4 part icular expenditure proceeds derived thereby for purposes of

5 establishing just and reasonable rates.

6 IT IS FURTHER ORDERED that Tucson Electric Power Company shall file with

'7 U t i l i t i e s  D i v i s i o n  a  wr i t t e n  r e co r d  f o r  i n f o r ma t i o n a l

8 purposes only as outl ined in the Discussion section of this Order at least f ive

9 days prior to the issuance date of any preferred stock.

10 IT IS Funnies ORDERED that Tucson Electric Power Company shall fi le with

11 the Director of the Utilities Division a written record for informational

12 purposes only related to refunding of i t s outstanding variable rate preferred

13 stock as outl ined in the Discussion section of this Decision at least f ive days

14 prior to the date of refunding.

15 IT  IS FURTHER ORDERED tha t  th i s  Dec i s i on  sha l l  become e f fec t i ve

16 immediately.

17 BY ORDER OF THE ARIZONA coRpoRA:rIon commission.

18

19

20

21

22

23

24

25

26

27

28

DISSENT
JLR/djp
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1

2

3

4

5

6

7

8

9

SERVICE LIST FOR: Tucson ELECIRIC PUNER OOMPANY
PHASE I - PREFERRED SIUCK
DOCKET no. u-1993-89-226

c. Webb Crockett
Timothy Berg
Fennanore Craig
Two North Central, Suite 2200
Phoenix, Arizona 85004-2390

and
Steven M. Banzhaf, General Counsel
Tucson Electric Power Company
220 West 6th Street
Tucson, Arizona 85701
Attorneys for Tucson Electric

Power Company
10

Justin Reidhead, Attorney
Residential Utility Consumer Office
34 West Monroe, Suite 512
Phoenix, Arizona 85003

13

14

Paul Bullis, Attorney
Legal Division
Arizona Corporation Commission
1200 West Washington Street
Phoenix, Arizona 8500715

16

17

Gary yaquinto, Director
Uti l i t ies Division
Arizona Corporation Commission
1200 West Washington Street
Phoenix, Arizona 8500718

19

20

21

22

25

24

25

26

27

28

•

1 1

12
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HARCIA WEEKS

neut o. JENNINGS
conulsslousn

DALE H. MORGAN
coalusslonsn

JAMES MATTHEWS
EXECUTNE seensnnv

ARIZONA CORPORATION COMMISSION

DATE:

DOCKErNO.=

January  19,  1990

U-1933-89-226

TO ALL PARTIES :

Enclosed please find the recommendation of Hearing Officer
.Torrv 1., R\1 rHh;'-;11gh who presided at the above hearing. The
recoimnendation has been fried in the form of an Opinion and Order on:

TUCSON ELECTRIC POW ER CO. (PHASE II ,  taxable debt,  common stock, refunding bonds

Rxrsuant to A.A.C. R14-3-110.B, you may file exceptions to the
recommendation of the Hearing Officer within ten (10) days of the above
date by nailing five (5) copies of the same to me at the address listed
below.

T he enclosed i s NOT a n  o r d e r o f the Commission, but merely
recommendation of the Hearing Officer tn the Commissioners.

a

Jones
cutie Secretary

.,a:.M"°'*'*'J~s

Jo/djp

Enc .
cc: pa r t i e s

1280 wen WASHINGTON. PHOENIX, Anlzoo4A sour / ala wss~r CONGRESS srnsn, Tucson. AmzouA 15701
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BEFORE THE ARIZONA OORPORATION oommlsslon

DOCKET NO. U-1933-89-226
PHASE I1-#12sxABLE DEBT; common
STOCK: REFUNDING nouns

IN THE MATTER OF THE APPLICATION OF
'TUCSON ELECTRIC PQJER OONPANY FOR
AN ORDER AUTHDRIZING IT '1'O:
(l ) ISSUE UP 'IO $200 MILLION OF
TAXABLE DEBT, (2) ISSUE UP TO $125
MILLION oF nm 'tAX-EXEMPT DEBT, (3)
ISSUE UP TO $180 MILLION OF NEW
PREFERRED s'IocK, (4) ISSUE UP Io
6,000,000 SHARES oF NEW common s1*ocK,
AND (5) ISSUE UP TO $100 MILLION OF
REFUNDING BonDs.

DECISION no.

)
)
)
)
)
)
)
)
)
)
)
) OPINION AND ORDER

November 21, 1989

Tucson, Arizona

Jerry L. Rudibaugh

Renz D.  Jennings,  Chai rm an
Marcia W eeks, Commissioner
Dale H.  Morgan,  Commissioner

FENNEMORE CRAIG, by Mr. c. Webb Crockett, and
Steven m. Banzhaf, General Counsel, on behal f
Tucson Electric Power Company;

Mr. Justin Reidhead, Attorney, on behalf
Residential Utility Consumer Office; and

o f t h e

1

2 MARCIA WEEKS

5 RENZ i"T"l§'88nGs
oomm1ss1onER

4 DALE H. FDRGAN
5 COMMISSIONER

6

'7

8

9

10

1 1

1 2 DATE OF HEARING;

1 3 PLACE OF HEARING:

1 4 PRESIDING OFFICER:

1 5 IN ASITENDANCE:

1 6

1 7 APPEARANCES:

1 8

19

20

21

22

25

24 BY 'ms cwmalssIon:

25 On September 13, 1989, Tucson Electric Power Company ("TEP" or "Company")

2 6 f i l e d a n a p p l i c a t i o n f o r a n  O r d e r a u t h o r i z i n g f i n a n c i n g and r e l a t e d

27 transactions. On September 29, 1989, TEP filed a Notion for Expedited Hearing

28

Mr. Paul A. Bullis, Staff Attorney, and
Christopher c. Kayley, Assistant Chief Counsel,
Arizona Corporation Commission Legal Division, on
behalf of the Utilities Division of the Arizona
Corporation Commission.

Mr .

Mr .
o f

o
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("Motion") in the above-entitled matter, or in the alternative to have the

preferred stock issue severed and heard on or before October 23, 1989.

Uti l i ties Division Staff ("Staff") of the Arizona Corporation Commission

("Commission") did not oppose the alternative request. As a result, the

matter was severed into two phases, with Phase I on the preferred stock

issuance scheduled to commence on October 23, 1989 and Phase II on all other

matters scheduled to continence on November 21, 1989. Phase I of the

proceedings culminated with Decision No. 56703 (November 7, 1989) . The

tax-exempt debt portion of Phase II culminated with Decision No. 56758

(December 20, 1989).

The Arizona Residential Utility Consumer Office ("Russo") requested and

was granted intervention in these matters. The Phase II matter came before a

duly authorized Hearing Officer of the Commission at the Oommission's offices

in Tucson, Arizona on November 21, 1989. 'I'EP, RUCO, and staff appeared

through counsel. At the conclusion of the hearing, the matter was adjourned

pending submission of a Recommended Opinion and Order by the Presiding Officer

to the Commission.

The

D1saJssIon

TEP is in need of over $300 million to fund its continuing construction

over next several

Because of

It was

matte r .

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

2'7

28

program and its operating cash requirements the years.

Primarily for that reason, TEP has requested Commission authorization to issue

various fonts of stocks and bonds in its current application.

certain conditions and covenants in TEP's Restated Articles of Incorporation

relating to interest and preferred dividend coverages, TEP projects it will

only be able to issue new preferred stock through December 31, 1989.

for that reason TEP requested and was granted severance of the preferred stock

The Commission in Decision No. 56703 authorized TEP to issue new

preferred stock in an amount up to $180 million. Because of difficulty in

Decision No.
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selling new preferred stock, on December 19, 1989, TEP filed an Application

for supplemental Order in an effort to modify the terms to be more acceptable

to potential buyers. Subsequently, TEP determined it was unable to sell any

new preferred stock even with the proposed modified terms. As a result on

December 22, 1989, TEP filed a withdrawal of its Application for supplemental

Order.

In the Phase II hearing, the Company requested Commission authorization

to do the following :

(1) Issue up to $200 million of taxable debt, either
short-tem or long-tem debt, to pay the costs of its
construction program and operating cash requirements, to
repay short-tenn debt and/or redean long-term securities;

(2) Issue up to $l2:> million of long-term tax-exempt debt
for the purpose of financing the construction, acquisition
and instal lat ion of  faci l i t ies for the local furnishing of
e lectr ic i ty;

(3) Issue up to 6,000,000 shares of common stock, not in
excess of $150 million for the purpose of financing the
Company's construction program and operating cash
requirements, to retire short-term debt, and/or to redeem
long-term or permanent securities; and

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

(4) Issue up to $100 million of pollution control revenue
bonds to redeem and refund the $100 million issue of debt
referred to as Apache County 1981 Series B Pollution
Control Bonds.

In order for TEP to receive the long-term tax exanpt debt, i t  must apply to the

Arizona Department of Commerce for an allocation. The allocations are made on

a f i rs t -coune f i rs t -served basis. Because e al locat ions are made upon a

first-cane first-served basis, the commission issued an expedited Order on the

tax-exempt debt separate from the remaining matters in order to enhance the

Company's opportunity to be granted an allocation. See Decision No. 56758.

The refunding bonds are not part of the $300 mi l l ion which TEP needs to

fund i t s continuing construction program and its operating cash requiranents

over the next several  years. The purpose of the refunding bonds is to refund

Decision No
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1
determined t o be cost:-effective. In TEP

Staff

outstanding variable rate Apache County 1981 Series B Pollution Control Bonds

2 i f  such re fund ing i s addition,

3 indicated the refunding may be necessary to facilitate the transfer of the debt

4 into the springervi l le Uni t 2 sale and leaseback transaction. has

5 recommended approval of the issuance of the refunding bonds. we concur .

6 The company acknowledged it needs to increase the percentage of equity in

7 i ts  capi ta l  s t ructure. For that reason, the Company indicated i t s  f i r s t

8 preference would be to issue the and preferred stock

9 previously noted, e Canpany has been unsuccessful in issuing preferred stock

10 at  th i s  po i nt  i n t i me. As to the common stock, the Company has requested

1 1 authority to issue up to 6 million shares for the purposes previously set forth

12 herein. Although the company wants to issue new common stock, it desires to do

13 so at a reasonable price. At the time of the hearing, the Company's stock

14 price was around $19 per share at which price the Company indicated it would

15 probably not be willing to issue new common. We note that the price to TEP's

16 stock is now lower than it was at the time of the hearing. staff recommended

1'7 approval of the request to issue up to 6 million shares of common stock. we

18 concur but will add the following comment. Certainly, if the Company is not

19 willing to raise capital by selling new coxmuon stock at current prices, it must

20 give serious consideration to el iminating i ts dividend over the short-term.

21 That step alone would reduce the Company's financing requirement by $84

22 mi l l ion.

23 The Company expects to exceed i t s  s t a t u t o r y  l i m i t  f o r outstanding

24 short-term debt during the first half of 1990. For that reason as well as its

25 overall financial requiranents, the Company has requested authority to issue up

26 to $200 mi l l ion of ei ther short- term or long-term taxable debt. staff

27 recommended the short-term taxable debt be approved but not the long-term debt

28 since such debt is intended to serve as interim financing. staff 's analysis

common issues . As

Decision No.
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1 was partially predicated on the Company being able to issue preferred stock .

2 Because of the Company's lack of success in sel l ing i ts preferred stock and i ts

3 cu r r en t  dep r essed  s tock  p r i ce ,  t he  Company  i s  l e f t  w i t h  l i t t l e  f l e x i b i l i t y

4 other than debt f inancing. Fur thermore,  i f  the Company i s  l imi ted only to

5 short-term debt, i ts total  short-term debt could exceed 20% of the Company's

5 capi ta l izat ion. We are concerned such a large percentage would place too great

7 a risk on the Company's short-term financial  condition. As  a  resu l t ,  we  wi l l

8 grant the Company's request to issue up to $200 mil l ion of taxable debt, either

9 short-term or long-term. We wi l l  a l so place the fo l lowing restr ict ions on the

10 debt issued: (1) no new debt is to be issued for the purpose of paying stock

1 1 dividends; and, (2)  the  to ta l  amount  o f  taxab le  debt  approved herein and

12 non-taxable debt issued pursuant to Decision No. 56758 can not exceed the

13 aggregate amount of $200 million.

14 In an effor t  to improve i ts cash f low and overal l  f inancial  condi t ion, the

15 Company announced i t s  i n ten t i on  to  l i qu i da te  a  subs tan t i a l  por t i on  o f  i t s

16 investment subsidiaries over a t ime period of approximately f ive years. staf f

17 recommended the Company be ordered to l iquidate i ts non-uti l i ty investment

18 subsidiar ies as a condi t ion to approval  of any f inancing author i ty granted in

19 th is  Docket . The Company was in disagreanent with staff's recommendation

20 primari ly because a Commission Order cou l d  hu r t  t he  Company ' s  ab i l i t y  t o

21 negotiate the best possible prices and according to the Company We Commission

22 does not have the author i ty to order 'I'EP to l i qu i da te  i t s  non-u t i l i t y  asse ts .

23 The Company has a total  of  approximately $769 mi l l ion of non-ut i l i ty assets

24 which are financed with approximately $435 mil l ion of debt. Since the Company

25 must f i rst  pay down the debt associated wi th i ts investment subsidiar ies, the

26 Company 's  i n tent  to  l i qu idate  wi l l  p rov ide l i t t l e  pos i t i ve cash f l o w u n t i l  a t

27 least 1991. Consequently we do not find it necessary at this ti.me to consider

28 whether the Commission should order l iqu idat ion of TEP's subsidiaries.
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1 However, the Commission does want to continue to monitor TEP's announced plan

2 to l iquidate. For that reason, we will order TEP to provide a written progress

3 report every six

4

months to the Director of  the Ut i l i t ies Div ision. A t  a

minimum, the report should l ist the assets sold, the dollar amount of each

5 sale, the date of sale, and how the proceeds of the sale were used. Further I

6 the report should detail future liquidation plans for the next six-month period

7 as well  as for the longer term. If necessary, Staff wi l l request a hearing

8 within 10 days of the fi l ing of any progress report at which time the company

9 wi l l  be required to answer questions regarding their latest fi led plan.

10 Because of the lack of specifics on any offering, staff was unable to make

1 1 a determination of the prudence of any of the proposed issuances at this time

12 and deferred such a determination until 'IosEP's next rate case. As a result,

13 staff recaumended the follcvwing :

14

15

16

17

TEP be requi red  to prepare a  w r i t t e n record of
management's decision related to the new issues. That
record should summarize major alternatives considered by
TEP along with the reasons for the alternative actual ly
selected. In addi t ion, the record shal l  explain TEP's
thinking regarding the sizing of the issue, the
dividend/interest rate, and the term of the issue. The
record of the decision to issue the refunding bonds should
also include a study of the econanics of the refunding.
The written record should be submitted to the Oommission
at or near the actual issuance/refunding date.

21

22

23

20 There was no opposition expressed to staff's recommendation from either TEP or

RUOO. Accordingly, we will adopt Staff 's recommendation.

* * * ** * * * * *

Having considered the entire record herein and being fully advised in the

premises, the Commission finds, concludes, and orders that :

Fnunnnss OF FACT

26 TEP is an Arizona corporation engaged in providing electric service

27 to the public within portions of Pima and Cochise Counties, Arizona, pursuant

28 to authority granted by this Commission.

1.

24

25

18

19
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2. On September 13, 1989, TEP fi led an appl ication for an order

authorizing financing and related transactions.

3. On September 29, 1989, TEP requested and was granted severance of

the preferred stock matter from the ranaining financing matters.

4. A hearing was held on October 23, 1989 on the preferred stock issue

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

On Novanber 7, 1989, the Commission issued Decision No. 56703 on the

preferred stock matter.

6. A hearing was held on November 21, 1989 on the remaining issues.

7. TEP has requested approval to issue up to $125 million of long-term

tax-exempt debt for the purpose of financing the construction, acquisition and

installation of facilities for the local furnishing of electricity.

8. TEP estimates that it will be able to utilize up to $70 million of

the new tax-exanpt debt by March 31, 1991 and another $55 million by June 30,

1992 I

9. TEP must apply to the Arizona Department: of Commerce for an

allocation of long-term tax-exenpt debt.

10. The Arizona Department of Commerce locates the tax-exempt debt on

a first-come first served basis.

11. On December 20, 1989, the Commission issued Decision No. 56758 on

the tax-exanpt debt issue on.ly.

12. 'REP's capitalization is becoming increasingly leveraged.

13. TEP's short-tenn debt will exceed $100 million and approach 7% of

TEP's total capitalization in early 1990.

14. TEP was unable to issue raw preferred stock as authorized in

Decision No. 56703.

TEP has indicated that the net proceeds of the proposed issuance of

up to $150 million of new common stock and up to $200 million of new taxable

only.

5.
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18.

debt will be used to finance TEP's construction program and operating cash

requirements, to retire short-term debt or to redeem permanent or long-term

securities.

16. TEP has indicated that the ret proceeds of the proposed issuance of

up to $100 million of pollution control revenue bonds will be used to redeem

and refund the $100 million issue of debt referred to as the Apache County 1981

series B Pollution Control Bonds.

17. TEP's financing requirements over the next several years include

approximately $84 million for cannon stock dividends.

The Company was unable to determine the size of any of the proposed

issuances, the terms of the issuances, or the dividend/interest rates of the

issuances at the time of the hearing.

Except as otherwise specifical ly set forth in the appl ication and

testimony filed herein, the expenditures contemplated herein are not wholly or

in part reasonably chargeable to operating expense or income.

20. The proposed taxable debt issuances and common stock are compatible

with the public interest, sound financial practices, and the proper performance

by TEP of service as a public service corporation and wil l not impair TEP's

ability to perform that service.

21. In order to improve its cash flow, e Company announced its intent

to substant ial ly l iquidate i ts non-ut i l i ty subsidiar ies,  over the next f i ve

19.

years.

1
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6
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14

15
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1'7

18

19
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24

25
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27

28

o0r4cLus1ons OF LAW

TEP is a public service corporation within the meaning of Article XV

of the Arizona Constitution and A.R.S. §§40-301 and 40-302 .

2. The Commission has jurisdiction over TEP and of the subject matter

1.

of the application.

The proposed common stock and taxable debt issuances are for lawful3.
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1
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purposes within the corporate Powers of TEP.

4. To the extent that the proposed short-term financing would cause TEP

to exceed the exemption set for th in A.R.S. §40-302 (D), said financing should

be approved.

5. Notice of TEP's application was given in accordance with the law.

ORDER

re IS THEREFORE ORDERED Tucson Electric Power Company be, and the same

hereby i s ,  author i zed to  i ssue new common stock in  an amount  up to  $150

mill ion •

IT IS FtJR1HER ORDERED that Tucson Electric Power Company be, and the same

hereby  i s ,  au thor i zed  to  i ssue  new taxab le  deb t  i n  an  amount  up  to  $200

mil l ion .

IT IS FURIHER ORDERED that the total  amount of taxable debt approved

herein and non-taxable debt issued pursuant to Decision No. 56758 shal l  not

exceed the aggregate amount of $200 million.

IT IS FURTHER ORDERED that Tucson Electric Power Company be, and the same

hereby is, authorized to issue up to $100 mi l l ion of pol lut ion control  revenue

bonds to redeem and refund the $100 mill ion issue of debt referred to as Apache

County 1981 Series B Pollution Control Bonds.

IT IS FURTHER ORDERED that Tucson Electric Power Company shal l be

authorized to engage in any transactions and execute any documents reasonably

necessary to effectuate the authorizations granted hereinabove.

IT IS lrunmrzz ORDERED that approval of the financing set forth hereinabove

does not constitute or i .mply approval or disapproval by the Commission of any

part icular expenditure of the proceeds derived thereby for purposes of

establishing just and reasonable rates.

IT IS FURJHER ORDERED that Tucson Electric Power Company shall file with

t h e  D i r e c t o r  o f  t h e  U t i l i t i e s  D i v i s i o n  a  wr i t t e n  r e c o r d  f o r informational
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p u r p o s e s  o n l y  a s  o u t l i n e d  i n  t h e  D i s c u s s i o n  s e c t i o n  o f  t h i s  o r d e r  w i t h i n  f i v e

days a f te r  the  issuance da te  o f  any common stock o r  taxab le  debt  .

TT IS FURTHER ORDERED that Tucson E lectr ic  power  Company sha l l  f i le  wi th

t h e  D i r e c t o r  o f  t h e  U t i l i t i e s  D i v i s i o n  a  w r i t t e n  r e c o r d  f o r  i n f o r m a t i o n a l

p u r p o s e s  o n l y  r e l a t e d  t o  r e f u n d i n g  o f  i t s  o u t s t a n d i n g  d e b t  r e f e r r e d  t o  a s

A p a ch e  Co u n ty  1 9 8 1  S e r i e s  B  P o l l u t i o n  Co n t r o l  B o n d s  w i th i n  f i ve  d a ys  a f te r  th e

d a te  o f  t h e  r e fu n d i n g .

IT  IS  FURTHER ORDERED tha t  Tucson  E lect r i c  P 'ower  Company sha l l  no t  be

a u t h o r i z e d  t o  u t i l i z e  a n y  p r o c e e d s  f r o m  i t s  i s s u a n c e s  o f  d e b t  f o r  t h e payment

o f  s to ck  d i v i d e n d s .
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I T  I S  F U R I H E R  O R D E R E D  t h a t  t h e  a u t h o r i t y  g r a n t e d  h e r e i n  i s  e x p r e s s l y

c o n t i n g e n t  u p o n  T u c s o n  E l e c t r i c  P o w e r  C o m p a n y  a p p l y i n g  t h e  p r o c e e d s  o f  a n y

f i n a n c i n g  f o r  u t i l i t y  p u r p o s e s  o n l y .

IT  IS  FURTHER ORDERED tha t  Tucson  E lec t r i c  power  Company sha l l  f i l e  a t

s i x - m o n t h  i n t e r v a l s  w i t h  t h e  D i r e c t o r  o f  t h e  U t i l i t i e s  D i v i s i o n  a  p r o g r e s s

repo r t  as  ou t l i ned  i n  the  D i scuss ion  sec t i on  i n  o rde r  to  i n fo rm the  Commiss ion
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of the status of the Company's subsidiary l iquidation plan.

IT  IS FURTHER ORDERED tha t  th i s  Dec i s i on  sha l l  become e f fec t i ve

immediately.

BY ORDER OF THE ARIZONA CORPORATION oommlsslon.

CHAIRMAN oomm1ss1onER COMMISSIONER

IN WI'INESS wnfzznop, 1, JAMES MATIHFWS, Executive
Secretary of the Arizona Corporation Commission,
have hereunto s e t  my  h a n d  a n d  c a u s e d  t h e
of f i c ia l  seal  o f  th is  Commission t o  be  a f f ixed
at the Capi tol ,  in the Ci ty of  Phoenix,  th is
day of , 1990.

JAMES r4A'1'1'Hrrws
Executive Secretary
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